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REGULATORY  CONSOLIDATION  PROPOSALS 
FOR  INSURED  DEPOSITORY  INSTITUTIONS 


TUESDAY,  SEPTEMBER  14,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met  at  10  a.m.,  in  room  538  of  the  Dirksen  Sen- 
ate Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (chairman  of  the 
committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  committee  will  come  to  order. 

Let  me  welcome  all  those  in  attendance  this  morning.  I  want  to 
indicate  at  the  outset  that  our  first  witness  this  morning  is  sched- 
uled to  be  Chairman  Henry  Gonzalez  from  the  House  Banking 
Committee,  and  we've  received  indication  that  the  House  may  very 
shortly  have  a  vote  and  he  was  hoping  to  make  that  vote  ana  then 
come  on  over. 

So  I  am  going  to  start  the  hearing.  We've  got  a  panel  of  very  dis- 
tinguished witnesses  that  I  want  to  comment  on  more  fully  just  a 
little  later.  But  I  want  to  make  my  opening  statement  and  call  on 
Senator  Bennett  for  his  comments. 

At  the  point  Chairman  Gonzalez  arrives,  I'm  just  going  to  break 
the  process  and  invite  him  to  go  ahead  and  present  his  testimony. 
We  will  proceed  in  that  fashion  and  try  to  accommodate  as  best  we 
can  to  the  situation. 

This  morning  the  committee  is  here  to  consider  the  need  to  con- 
solidate the  bank  regulatory  agencies  into  a  new  independent 
structure.  I  believe  this  issue  must  be  addressed  in  the  administra- 
tion's ongoing  efforts  to  reinvent  Government,  a  topic  very  much  in 
the  news  at  the  moment. 

Currently,  four  different  agencies  regulate  FDIC-insured  deposi- 
tory institutions.  They  are  the  Office  of  the  Comptroller  of  the  Cur- 
rency, the  Federal  Reserve  Board,  the  FDIC,  and  the  Office  of 
Thrift  Supervision.  This  system  is  costly,  it's  burdensome  and  inef- 
ficient. I  think  it's  out  of  date  and  must  be  reengineered  and  mod- 
ernized. 

Reforming  our  bank  and  financial  regulatory  bureaucracy  is 
something  that  is  long  overdue  and  now  is  the  time  to  address  this 
issue  head  on.  We  have  a  new  administration  committed  to  change 
and  change  in  the  structure  of  Government,  banks  and  thrifts  are 
posting  record  profits,  and  both  the  Congress  and  the  administra- 
tion are  committed  to  cost  saving,  deficit  reduction,  and  in  general 
a  more  efficient  Grovernment. 

(1) 


Two  years  ago  when  this  committee  was  considering  the  FDIC 
Improvement  Act,  I  sponsored  legislation  to  combine  the  OTS  and 
the  OCC  into  an  independent  agency.  I  remain  committed  to  that 
merger.  However,  I  now  believe  that  we  should  go  much  further  in 
our  consolidation  efforts. 

Consolidation  of  the  regulatory  agencies  is  not  a  new  idea.  Vir- 
tually every  independent  study  of  our  Federal  bank  regulatory  sys- 
tem since  1949  has  recognized  the  need  for  such  consolidation. 

Just  listen  to  this  record.  Consolidation  has  been  advocated  by 
the  Hoover  Commission,  the  Hunt  Commission,  the  Fine  Study,  the 
Grace  Commission,  the  task  group  on  regulation  of  financial  serv- 
ices, the  most  recently  completed  national  commission  on  financial 
institution  reform,  recovery,  and  enforcement,  as  well  as  by  our 
former  distinguished  chairman.  Senator  Proxmire  who  is  with  us 
today,  and  the  current  distinguished  chairman  of  the  House  Bank- 
ing Committee,  Congressman  Henry  Gonzalez  of  Texas,  who  will  be 
here  just  a  little  later. 

Regulatory  consolidation  will  serve  many  vital  interests.  For  the 
banking  industir,  consolidation  holds  the  promise  of  reduced  exam- 
ination fees,  and  an  end  to  duplicative  examinations  and  conflicting 
regulations.  For  the  general  public  regulatory  consolidation  means 
a  more  accountable,  more  responsive  bank  regulatory  system.  And 
for  the  American  economy,  regulatory  consolidation  means  a  more 
vital  and  more  competitive  banking  system. 

The  streamlined  regulatory  system  will  allow  America's  banks  to 
put  more  effort  into  their  core  business  activity  and  less  into  coping 
with  their  regulators. 

With  a  new  President,  dedicated  to  increasing  the  efficiency  of 
the  Federal  Government,  I  think  Congress  and  the  administration 
should  seize  the  opportunity  now  and  work  to  consolidate  our  fi- 
nancial services  regulatory  agencies.  Not  just  our  bank  regulatory 
agencies,  though  I  believe  that  is  where  we  must  start,  but  all  of 
our  financial  regulatory  agencies. 

In  1983,  a  decade  ago,  the  President's  private  sector  survey  on 
cost  control,  commonly  known  as  the  Grace  Commission,  estimated 
at  that  time  that  consoHdating  the  OCC,  FDIC,  and  the  Federal 
Reserve  would  save  the  Federal  Government  over  $99  million  over 
a  3-year  period,  and  that  of  course  was  in  1983  dollars.  That  figure 
did  not  even  begin  to  take  into  account  the  vast  savings  that  would 
be  found  from  the  paperwork  reduction  for  both  banks  and  the 
Government. 

I  also  believe  that  the  consolidation  and  streamlining  of  our  regu- 
latory system  into  an  independent  agency  or  commission  will  do 
more  than  anything  else  to  reduce  the  paperwork  burden  facing  the 
industry  while  at  the  same  time  preserving  the  safety  and  the 
soundness  of  the  system  which  is,  of  course,  paramount. 

At  his  May  7  confirmation  hearing,  I  asked  Treasury  Undersecre- 
tary Frank  Newman  to  report  back  and  testify  to  this  committee 
within  6  months  with  specific  recommendations  for  agency  consoli- 
dation. I  am  very  much  looking  forward  to  the  recommendation  of 
the  administration  and  testimony  on  that  topic  by  early  November. 

Regulatory  consolidation  is  a  top  priority  of  mine.  This  Congress 
and  I  look  forward  to  working  closely  with  the  administration,  with 
the  House  Banking  Committee  Chairman  Gonzalez,  who  has  al- 


ready  taken  the  lead  in  this  area,  with  my  colleague  and  Ranking 
Member  here,  Senator  D'Amato,  and  others  to  enact  legislation  in 
this  area  in  1994. 

I  particularly  want  to  acknowledge  Senator  D'Amato's  interest 
and  support  in  enabling  us  to  move  together  on  a  bipartisan  basis 
in  this  area,  and  I  am  very  appreciative  of  that. 

Let  me  also  say,  and  I  will  come  back  to  this  a  little  later  with 
more  than  I  wish  to  say  about  each  person  speaking  today,  this  is 
truly  an  impressive  panel  of  witnesses.  This  is  my  first  thought. 
Senator  Bennett,  when  I  saw  them,  it's  like  the  old  New  York  Yan- 
kees lineup,  you've  got  Ruth  and  Gehrig  and  Lazzeri  and  the  whole 
crowd  here  today. 

I  don't  ever  recall  in  my  time  on  the  committee  having  a  panel 
of  witnesses  that  I  consider  to  be  more  distinguished  than  the 
group  that  we  have  here.  So,  hearing  them  all  at  one  time  is  par- 
ticularly, I  think,  meaningful  for  the  committee  and  for  the  record 
itself. 

We  are  particularly  delighted  to  have  our  former  chairman  of 
this  committee.  Bill  Proxmire,  here  who  had  occupied  this  chair 
and  handled  this  gavel  in  a  way  that  few  ever  have.  So  it's  a  great 
privilege  and  pleasure  to  have  him  back  today. 

And  so,  at  an  appropriate  time  as  we  start,  I  do  want  to  put  ev- 
erybody on  notice  again  that  I  want  to  accommodate  Chairman 
Gonzalez  when  he  arrives  and  will  do  so. 

With  that,  Senator  Bennett,  let  me  call  on  you  for  your  com- 
ments. 

OPENING  COMMENTS  BY  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman.  I  echo  your  com- 
ment as  I  listened  to  the  names  being  read  off  and  shook  the  hands 
of  the  members  of  the  panel.  I  had  the  feeling  I  was  in  the  presence 
from  Andy  Brimmer  to  Bill  Proxmire,  Bill  Seidman,  all  the  rest  of 
them,  of  the  real  giants  of  this  Nation's  financial  regulatory  and 
advisory  pattern  in  the  past.  And  I  am  looking  forward  to  the 
panel. 

I  have  a  t)T)ical  opening  statement.  Frankly,  I  think  I  will  pass 
on  it  to  make  an  observation  that  I  hope  might  have  a  little  more 
punch  to  it  in  terms  of  what  we  are  discussing  here. 

I  go  back  to  one  of  my  formative  experiences  as  a  young  man  in 
the  business  world  at  the  hands  of  a  man  whose  name  means  noth- 
ing to  anyone,  but  which  I  would  hope  we  might  introduce  into  the 
lore  somewhere.  A  man  by  the  name  of  Steve  Rushforth,  and  he 
was  the  office  manager  and  chief  financial  officer  of  the  company 
that  I  worked  for. 

He  took  over  the  job  and  discovered  as  one  of  his  assignments 
that  he  had  to  gather  data  and  issue  reports.  He  did  that,  and  he 
had  a  staff  that  would  do  that.  And  then  something  occurred  to 
him.  He  said,  I  wonder  who  reads  these  reports. 

And  so,  as  an  experiment  one  month,  he  didn't  produce  a  particu- 
lar report  and  waited  for  the  phone  to  ring.  The  phone  did  not  ring. 
No  one  in  the  organization  missed  the  report  that  he  didnt 
produce.  So  he  picked  another  report  and  the  next  month  he  didn't 
produce  it  and  the  phone  still  didn't  ring.  One  time,  he  didn't  put 
out  a  report  and  instantly  the  phone  started  ringing.  Where  is  my 


copy  of?  And  he  said,  oh,  I'm  terribly  sorry,  we're  a  Httle  slow  this 
month.  Tell  me,  what  numbers  do  you  read?  Do  you  read  the  entire 
report?  No,  I  don't  read  the  entire  report,  but  I  make  the  following 
decision  on  the  following  numbers  in  that  report.  He  said,  suppose 
we  just  give  you  those  numbers?  Well,  that  would  be  fine. 

He  found  out  who  in  the  organization  was  using  the  data  and 
then  he  would  say,  what  additional  numbers  would  you  like  to 
have?  Oh,  I'd  like  to  have  this  that's  not  on  the  report.  Well,  sup- 
pose we  gave  you  that  in  addition.  And  he  said  to  me,  over  the 
course  of  6  to  8  months  he  was  able  to  streamline  the  reporting 
system  within  the  company  to  meet  the  needs  of  the  company. 

If  he  went  at  it  frontally  and  said,  do  you  read  this  report,  none 
of  the  executives  would  admit  that  they  did  not.  All  would  say,  in 
a  formal  meeting,  why  of  course  I  read  that  report,  keep  it  coming. 
But  when  he  tried  the  other  strategy,  he  then  discovered  what  was 
needed. 

In  my  career  I  have  adopted  what  I  informally  call  the  Rushforth 
Rule,  named  after  this  gentleman  in  my  own  world.  I  ask  the  ques- 
tion every  time  an  executive  comes  up,  does  this  meet  the 
Rushforth  Rule?  That  is,  does  the  data  you  are  generating  lead  to 
a  decision?  If  the  data  does  not  lead  to  a  decision,  the  compiling 
of  the  data  is  a  worthless  exercise. 

I  would  hope  at  some  point  in  my  career  as  a  Senator,  I  can  in- 
troduce the  Rushforth  Rule  into  the  Federal  Government,  and  I 
think  that's  what  we're  talking  about  here  today.  All  of  the  regu- 
latory examination  that  goes  on  costs  money.  American  Bankers 
Association,  in  the  case  of  1992,  it's  over  $12  billion  in  regulatory 
compliance  costs.  Question  in  the  memory  of  my  old  friend  Steve 
Rushforth,  does  it  make  any  difference,  the  gathering  of  all  of  this 
data  and  the  examination  or  all  of  these  statements? 

Obviously,  in  the  aggregate,  the  answer  is  yes.  But  in  the  specif- 
ics, are  there  areas  that  we  can  abandon  because  no  formal  deci- 
sions are  being  made  on  the  gathering  of  the  data?  I  would  hope 
that  would  be  the  spirit  that  would  guide  us  as  we  craft  legislation 
to  try  to  solve  this  kind  of  problem. 

I  salute  you,  Mr.  Chairman,  in  your  leadership  in  this.  I  assure 
you  that  this  will  be  a  bipartisan  effort  to  try  to  get  to  the  solution 
of  this  circumstance.  I  look  forward  to  the  testimony  of  the  wit- 
nesses that  we  have  scheduled  for  us  today. 

The  Chairman.  Thank  you  very  much. 

Let  it  be  said  that  this  is  a  Steve  Rushforth  project  that  we  have 
under  way  here.  It's  very  much  the  philosophy  we  have  in  mind. 

Senator  Moseley-Braun. 

OPENING  COMMENTS  BY  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you,  Mr.  Chairman.  I  welcome 
the  beginning  of  this  series  of  hearings.  I  have  a  formal  statement 
that  I'd  like  to  file  for  the  record.  I  will  dispense  with  any  conversa- 
tion so  we  can  get  to  the  witnesses. 

The  Chairman.  Without  objection,  so  ordered. 

Senator  Moseley-Braun.  I  have  to  preside  at  11  o'clock,  and  so 
I  would  like  to  spend  the  time  that  I  have  here  listening  to  the  wit- 
nesses' testimony. 

The  Chairman.  Very  good. 


I've  since  learned  that  Chairman  Gonzalez  is  seeking  to  get  a 
rule  for  the  House  Rules  Committee,  and  so  God  knows  how  long 
that  will  take,  because  that's  not  a  simple  matter.  So  we  will  await 
his  arrival  when  he's  able  to  break  free  and  come. 

We're  going  to  start  with  our  other  witnesses.  Let  me  invite  all 
of  you  to  the  table  at  this  time.  Senator  Proxmire,  Bill  Seidman, 
John  Heimann,  Andrew  Brimmer,  Timothy  Ryan,  Richard  Breeden. 

As  you're  coming  up  let  me  also  indicate  that  Joe  Selby,  our 
former  acting  Comptroller  of  the  Currency  wanted  to  be  here  today, 
was  unable  to  come  at  the  last  minute,  and  has  submitted  a  state- 
ment for  the  record.  Without  objection,  we  will  make  that  a  part 
of  the  record  today. 

If  I  may,  I  want  to  take  an  additional  moment  in  terms  of  intro- 
ducing this  panel  of  witnesses  because  it  is  truly  an  extraordinary 
group. 

Let  me  start  with  Bill  Proxmire,  who  is  well  known  to  all  of  us. 
Bill  served  as  the  chairman  of  this  committee  with  great  distinction 
from  1975  to  1980  and  again  from  1987  to  1989.  He  served  over 
a  much  longer  period  of  time  than  that  as  a  Member  of  this  com- 
mittee when  not  its  chairman. 

He  has  authored  numerous  financial  institutions  bills  throughout 
his  career.  He  has  been  a  strong  advocate  and  author  of  consumer 
legislation,  including  the  Community  Reinvestment  Act.  And  as  I 
mentioned  earlier,  while  he  was  chairman  he  also  introduced  legis- 
lation on  the  subject  of  today's  hearing.  Bill  is  held  in  the  deepest 
affection  by  me  and  others  on  this  committee  and  others  in  the 
Senate  generally.  So  to  have  him  here  is  just  a  great  treat. 

Let  me  say  with  respect  to  Bill  Seidman,  Bill  is  well  known  for 
his  7-year  term  as  Chairman  of  the  Federal  Deposit  Insurance  Cor- 
poration from  the  years  1985  to  1991.  His  was  very  important  lead- 
ership at  a  difficult  time  in  that  area. 

He  worked  very  closely  with  this  committee  to  produce  corrective 
legislation  that  we  needed  and  I  am  very  grateful  for  that,  the  com- 
mittee is,  and  I  thank  you  for  those  joint  efforts  over  those  years. 

He  also  served  as  an  assistant  to  President  Ford  for  Economic 
Affairs  and  as  chairman  of  the  Detroit  branch  of  the  Federal  Re- 
serve Bank  of  Chicago.  I  want  to  warmly  welcome  Bill  as  a  fellow 
Michigander,  if  we  can  use  the  old  term.  It's  a  delight  to  have  you 
here  as  well. 

John  Heimann  is  also  an  old  friend  of  this  committee.  He  is  cur- 
rently the  chairman  of  the  national  markets  at  Merrill  Lynch.  He 
has  also  had  a  distinguished  career  in  both  the  private  and  public 
sectors.  He  served  as  the  Comptroller  of  the  Currency  from  1977 
to  1981.  He  has  sat  on  the  boards  of  the  FDIC,  the  Federal  Mort- 
gage Association,  and  the  Neighborhood  Reinvestment  Corporation. 
He  chaired  the  Federal  Financial  Institution's  Exam  Council  from 
1979  to  1981. 

Dr.  Andrew  Brimmer  was  a  member  of  the  Board  of  Governors 
of  the  Federal  Reserve  System  from  1966  to  1974  and  previously 
he  had  served  in  the  Department  of  Commerce  as  Deputy  Assistant 
Secretary  for  Economic  Policy  from  1963  to  1965  and  as  Assistant 
Secretary  for  Economic  Affairs  from  1965  to  1966.  Most  recently  he 
has  served  as  co-chairman  of  the  National  Commission  on  Finan- 
cial Institution  Reform,  Recovery,  and  Enforcement. 


Again,  perhaps  most  importantly,  Dr.  Brimmer  was  a  professor 
of  mine  at  Michigan  State  University  when  I  was  working  my  way 
to  an  MBA  degree.  It  was  a  great  privilege  and  pleasure  to  be  able 
to  learn  from  him.  I  know  he  found  my  skull  sometimes  a  little 
thick  in  terms  of  trying  to  pound  home  what  I  needed  to  learn,  but 
he  stayed  with  it  and  I  am  very  grateful  both  for  that  and  for  your 
subsequent  service  in  so  many  different  distinguished  capacities  to 
our  country. 

Tim  Ryan,  well  known  to  this  committee,  and  we  also  had  a  very 
fine  relationship  with  Tim  Ryan  during  his  term  of  service  which 
we  appreciate,  is  presently  the  managing  director  of  JP  Morgan  Se- 
curities. Prior  to  joining  JP  Morgan,  Tim  Ryan  served  as  Director 
of  the  Office  of  Thrift  Supervision  from  1990  to  1992.  In  that  capac- 
ity, he  served  on  the  boards  of  the  Resolution  Trust  Corporation 
and  the  FDIC.  As  I  said,  during  his  tenure  he  worked  very  closely 
with  this  committee  and  instructively  so,  and  we  are  grateful  for 
that  and  we  welcome  you  back  today  as  well,  Tim, 

Richard  Breeden  served  until  recently  as  Chairman  of  the  Secu- 
rities and  Exchange  Commission  and  also  had  a  very  close  working 
relationship  with  this  committee,  with  me  and  with  Senator 
D'Amato  and  Senator  Dodd  and  the  other  Members  here. 

His  distinguished  career  in  public  service  includes  being  the  Ex- 
ecutive Director  of  the  White  House  Regulatory  Task  Force  and 
counsel  to  then  Vice  President  George  Bush  from  1982  to  1985. 

I  will  just  insert  in  the  record  Joe  Selby's  biography  so  that  it 
can  be  there  in  terms  of  undergirding  the  testimony  that  he  has 
sent  to  us  in  writing  that  we  will  make  a  part  of  the  record. 

I  think  it's  fair  to  say  that  we  have  before  us  a  cross  section  of 
experience  and  wisdom  that  is  unmatched  in  terms  of  my  experi- 
ence here,  now  over  17  years  in  this  committee.  I  am  very  grateful 
that  we  have  this  kind  of  participation  today  from  our  witnesses. 

Before  I  start  the  conversation  and  calling  on  each  of  you,  we've 
been  joined  by  our  Ranking  Member,  Al  D'Amato,  so  let  me  call  on 
Senator  D'Amato  and  then  I  will  call  on  Senator  Dodd  and  Senator 
Boxer  for  opening  comments  and  then  we  will  commence. 

OPENING  COMMENTS  BY  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Mr.  Chairman,  in  the  interest  of  time  let  me 
ask  that  my  statement  be  included  in  the  record  as  if  read  in  its 
entirety. 

The  Chairman.  Without  objection,  so  ordered. 

Senator  D'Amato.  I  would  like  to  take  this  opportunity  to  com- 
mend you  for  your  move  to  attempt  to  consolidate  the  regulatory 
agencies  for  financial  institutions  to  really  streamline  this  area  of 
Government  responsibility. 

As  you  have  noted,  for  a  period  of  time  now  one  of  the  ways  in 
which  I  think  we  can  further  the  goals  that  the  President  and  Vice 
President  have  talked  about  to  make  Government  work  better  is  to 
undertake  to  do  away  with  duplicative  efforts  that  many  times 
work  at  cross-purposes. 

Indeed,  it  seems  that  there  is  almost  a  revolving  door  that  the 
bankers  are  subjected  to.  One  day,  in  one  bureaucracy;  as  soon  as 
that  one  leaves  the  following  day,  another  one  comes  in.  It  is  costly 


and  it  is  time  consuming,  and  it  takes  a  great  deal  of  energy  and 
resources. 

I  hope  that  in  working  together  on  this  issue,  we  can  make  it  a 
very  determined  interest  on  your  part  that  we  can  develop  legisla- 
tion that  will  also  take  into  account  the  needs  of  the  States  to 
maintain  a  strong  dual  banking  system. 

I  believe  that  we  can  put  together  a  strong,  strong  bipartisan  co- 
alition which  will  bring  this  legislation  to  fruition. 

I  think  it  is  always  interesting  to  note  that  we  will  probably  have 
the  same  kind  of  opposition  from  those  who  like  power  that  we  did 
in  the  last  session  when  Treasuiy  was  opposed  to  similar  legisla- 
tion because,  they  do  not  want  to  lose  power. 

It  seems  to  me,  however,  that  if  you  can  find  someone  who  can 
do  a  better,  more  effective  job,  that  should  be  the  main  consider- 
ation. 

I  want  to  commend  you,  Mr.  Chairman,  sincerely,  not  only  for 
this  hearing  but  for  your  strong  effort  in  this  area  and  your  leader- 
ship over  the  past  years,  particularly  in  giving  the  banks  end  giv- 
ing the  public  an  opportunity  to  get  business  done  in  a  more  effec- 
tive way. 

The  Chairman.  Thank  you  very  much.  Senator  D'Amato. 

Senator  Dodd. 

OPENING  COMMENTS  BY  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman. 

I  will  make  the  same  request  of  you  to  have  my  remarks  in- 
cluded in  the  record. 

The  Chairman.  Without  objection. 

Senator  DoDD.  I  walked  in  here,  and  I  am  reminded  of  the  old 
Yogi  Berra  line  that  I  looked  at  the  lineup  we  have  there 

[Laughter.] 

— and  it  is  like  deja  vu  all  over  again.  The  movie  "Groundhog 
Day"  came  to  mind,  as  well. 

[Laughter.] 

I  stepped  back  in,  and  the  election  did  not  happen  last  year  with 
the  exception  of  Bill. 

It  is  a  pleasure  to  see  so  many  distinguished  former  members  of 
the  public  sector,  and  talented,  knowledgeable,  and  thoughtful  peo- 
ple as  well.  And  of  course,  it  is  a  unique  pleasure  and  honor  to 
have  our  former  Chairman,  Bill  Proxmire,  on  our  panel. 

Mr.  Chairman,  I  want  to  commend  you,  as  well.  I  think  this  is 
clearly  a  matter  that  deserves  the  attention  of  the  Congress. 

I  do  not  believe  consolidation  or  reform  for  the  sake  of  reform 
and  consolidation  is  enough  of  an  argument. 

I  think  you  have  got  to  make  a  case  here.  I  think  there  is  a  good 
one  to  be  made  that  we — that  is,  "we"  at  the  regulatory  or  public 
sector  side,  the  Congress — are  being  a  bit  left  in  the  dust  with  so 
many  things  happening  out  there  and  we  are  not  a  part  of  it. 

That  is  what  worries  me  in  many  ways,  that  there  is  increased 
competition.  The  lines  are  blurring  a  bit  here.  And  we  may  not  be 
doing  the  consumers  of  this  country — the  people  who  utilize  these 
institutions,  a  great  service  if  we  do  not  see  that  we  have  a  regu- 
latory scheme  that  keeps  apace  with  what  is  happening  out  there 
in  the  private  sector. 
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That  I  think  ought  to  be  our  motivating  factor  here,  not  just  to 
consolidate  or  to  move  the  pieces  around  on  the  table. 

So  I  am  very  interested  in  hearing  the  comments  and  suggestions 
of  our  panel  here  this  morning,  and  believe  that  this  is  something 
that  clearly  deserves  the  serious  attention  of  this  committee  and 
the  Congress  and  I  commend  you  for  holding  these  hearings. 

The  Chairman.  Thank  you  very  much,  Senator  Dodd. 

Senator  Boxer. 

OPENING  COMMENTS  BY  SENATOR  BARBARA  BOXER 

Senator  Boxer.  Thank  you,  Mr.  Chairman.  I  have  no  opening 
statement. 

I  would  ditto  a  lot  of  the  comments  made  by  my  colleagues  that 
we  want  to  streamline  and  not  gut  anything.  That  is  what  we  are 
here  for. 

I  look  forward  to  working  with  you  and  Senator  D'Amato  and 
Senator  Dodd  and  other  senior  Members  on  both  sides  construc- 
tively here.  So  with  that  I  think,  let  the  games  begin. 

The  Chairman.  Very  good. 

Let  us  begin  then  by  hearing  from  our  former  Chairman  and  col- 
league, Bill  Proxmire.  We  are  delighted  to  have  you  again,  and  we 
will  make  your  full  statement  a  part  of  the  record,  and  we  would 
like  to  hear  from  you  now. 

STATEMENT  OF  SENATOR  WILLIAM  PROXMIRE,  FORMER 
CHAIRMAN,  U.S.  SENATE  COMMITTEE  ON  BANKING,  HOUS- 
ING, AND  URBAN  AFFAIRS,  WASHINGTON,  DC 

Mr.  Proxmire.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Chairman,  Members  of  tne  committee,  I  am  happy  to  come 
here  to  discuss  consolidation  of  our  financial  regulatory  agencies. 
There  is  no  other  issue  more  important  to  the  health  of  our  finan- 
cial system.  None. 

During  my  years  as  Chairman  of  this  committee,  my  job  was  to 
oversee  the  action  of  our  financial  regulators,  some  of  whom  are  at 
this  table.  For  the  most  part,  they  were  able  and  hard-working  in- 
dividuals. They  were  also  strong-willed  and  had  a  tendency  to  go 
off  in  different  directions. 

I  had  a  hard  time  then  making  sense  out  of  our  complex  system 
of  financial  regulation.  I  have  an  even  harder  time  today.  We  have 
the  most  bizarre  and  tangled  financial  regulatory  system  in  the 
world.  It  never  ceases  to  amaze  me  that  it  has  lasted  as  long  as 
it  has. 

Imagine  for  a  moment  that  we  had  seven  separate  and  distinct 
Federal  agencies  regulating  airline  safety.  Imagine  further  the  pub- 
lic outcry  that  would  arise  following  a  series  of  spectacular  air 
crashes  while  the  seven  regulators  bickered  among  themselves  on 
who  was  to  blame,  and  what  was  the  best  way  to  prevent  future 
crashes? 

There  is  no  doubt  in  my  mind  that  the  public  would  demand  and 
get  a  single  regulator.  There  is  a  growing  consensus  among  experts 
that  our  divided  regulatory  system  is  a  major  part  of  the  problem. 
There  are  many  reasons  for  consolidating  financial  regulations,  but 
most  of  them  boil  down  to  getting  better  performance. 


As  long  as  the  authority  is  divided  among  several  agencies,  the 
regulators  will  spend  too  much  of  their  time  and  energy  waging 
turf  battles  and  not  enough  on  keeping  up  with  the  rapidly  chang- 
ing character  of  our  financial  system.  And  turf  battles  are  the 
toughest.  They  are  the  toughest  for  the  Congress  to  break,  and  I 
salute  the  Chairman  for  having  the  courage  and  the  wisdom  to  go 
ahead  and  try  it  anyway. 

As  you  know,  Mr.  Chairman,  I  introduced  legislation  during  the 
1970's  to  consolidate  the  three  banking  regulatory  agencies  into  a 
single,  independent  Federal  banking  commission.  AlT  three  of  the 
existing  agencies  vehemently  opposed  the  legislation  in  public,  but 
in  private  each  agency  let  it  be  known  that  consolidation  would  not 
be  such  a  bad  idea,  provided  it  could  assume  the  power  of  the  other 
two. 

[Laughter,] 

A  major  banking  trade  association  also  strongly  opposed  regu- 
latory consolidation.  It  clearly  preferred  the  system  that  Arthur 
Burns  once  properly  called  "competition  in  laxity."  Bankers  be- 
lieved that  with  the  ability  to  divide  and  conquer,  they  could  play 
off  one  regulator  against  the  other  and  thereby  avoid  what  they  re- 
garded as  overly  restrictive  regulation.  And  how  they  did  it! 

The  combined  opposition  of  the  regulatory  agencies  and  trade 
groups  doomed  previous  attempts  at  consolidation.  However,  I  be- 
lieve the  politics  of  the  issue  are  changing.  The  opposition  to  con- 
solidation is  no  longer  as  entrenched  as  it  once  was. 

First  of  all,  many  bankers  have  learned  that  there  is  a  direct  link 
between  weak  regulation,  divided  regulation,  bank  failures,  and  the 
cost  of  deposit  insurance. 

Premiums  are  now  five  times  greater  than  they  were  just  a  few 
years  ago.  Conservatively  managed  banks  and  thrifts  are  today 
paying  through  the  nose  lor  the  misdeeds  of  their  incompetent  com- 
petitors. These  bankers  clearly  have  a  new  appreciation  of  the  need 
for  prudent  regulation.  As  a  result,  there  is  no  longer  the  same 
blind  devotion  to  the  "divide  and  conquer"  system  that  prevailed 
over  the  last  several  decades. 

Also,  many  bankers  have  come  to  realize  that,  while  a  divided 
regulatory  system  may  promote  competition  in  laxity,  it  can  also  on 
occasion  lead  to  precisely  the  opposite  result.  For  example,  in  the 
wake  of  the  thrift  debacle,  many  bankers  feel  that  "competition  in 
laxity"  has  been  replaced  by  "competition  in  severity,"  It  has  been 
alleged  that  many  examiners  have  over-reacted  to  the  thrift  deba- 
cle by  imposing  rigid  and  unrealistic  standards. 

Most  of  the  stories  about  examiners  suddenly  becoming  too  strict 
are  no  doubt  exaggerations,  but  there  does  seem  to  be  at  least  some 
validity  in  their  complaints.  It  has  been  my  experience  that  bank- 
ers will  always  grumble  about  regulation  no  matter  what  the  cli- 
mate. But  it  has  also  been  my  experience  that  most  bankers 
strongly  prefer  stable  and  predictable  regulation  compared  to  a  sys- 
tem that  lurches  from  one  extreme  to  the  other  depending  upon  the 
political  winds  blowing  in  Washington, 

We  have  also  heard  much  about  the  alleged  regulatory  burden 
stemming  from  financial  safety  and  consumer  protection  laws 
passed  by  the  Congress,  However,  most  of  this  alleged  burden  re- 
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suits  not  from  the  laws  themselves  but  from  the  way  they  are  ad- 
ministered. 

When  four  or  five  agencies  issue  conflicting  and  inconsistent  reg- 
ulations to  implement  the  same  laws,  it  is  no  wonder  that  bankers 
become  angry — especially  when  they  perceive  that  their  competi- 
tors may  be  getting  a  competitive  edge  from  their  separate  and 
friendlier  regulator.  Bankers  also  become  angry  when  regulations 
or  repealing  regulations  are  delayed  because  the  regulators  cannot 
agree  among  themselves  on  how  to  implement  the  new  laws.  Pro- 
longed uncertainty  over  what  the  regulators  might  do  generates 
massive  discontent  among  the  regulatees. 

Some  have  suggested  the  laws  themselves  should  be  repealed  or 
substantially  modified. 

Mr.  Chairman,  I  only  have  a  few  more  words,  but  I  would  be  de- 
lighted to  yield  to  the  distinguished  Chairman  of  the  House  Com- 
mittee if  you  prefer  that. 

Chairman  Gonzalez.  Gk)  ahead. 

The  Chairman.  I  think  he  would  prefer  to  have  you  go  ahead  and 
finish,  which  is  the  typical  courtesy  of  Henry  Gonzalez. 

Mr.  Proxmire.  Well  I  appreciate  that,  Henry. 

Chairman  Gonzalez.  Well,  it  is  good  to  see  you. 

Mr.  Proxmire.  Bless  your  Heart,  you  have  not  changed  a  bit. 

[Laughter.] 

I  urge  the  Congress  to  resist  these  pressures.  Instead,  the  Con- 
gress should  consolidate  the  regulatory  agencies.  I  believe  at  least 
90  percent  of  the  complaints  about  the  so-called  regulatory  burden 
would  be  alleviated  by  a  more  streamlined  and  focused  regulatory 
system. 

Regulators  and  bankers  have  also  complained  that  the  FDIC  Im- 
provement Act  and  other  recent  banking  legislation  is  too  specific 
and  does  not  leave  the  regulators  with  enough  discretionary  judg- 
ment. However,  when  regulation  is  divided  among  several  agencies, 
the  Congress  has  no  one  to  hold  accountable  if  something  goes 
wrong. 

Each  regulator  can  blame  the  other  agencies.  With  no  one  ulti- 
mately accountable,  the  Congress  has  no  real  choice  but  to  specify 
in  considerable  detail  exactly  how  it  wants  the  laws  to  be  adminis- 
tered. On  the  other  hand,  if  regulation  were  to  be  consolidated  into 
a  single  agency,  the  Congress  would  know  exactly  whom  to  hold  ac- 
countable. As  a  result,  the  Congress  could  afford  to  delegate  more 
discretionary  authority  to  the  regulator.  The  constituency  for  regu- 
latory consolidation  could  thus  be  further  enhanced  if  it  were 
linked  to  greater  supervisory  direction. 

Finally,  I  would  like  to  stress  the  need  not  only  for  a  consolidated 
financial  regulatory  agency,  but  one  that  is  nonpolitical  and  inde- 
pendent. 

There  is  too  much  danger  that  a  regulatory  system  under  the 
control  of  the  White  House  will  be  subjected  to  political  pressures 
no  matter  which  political  party  may  be  in  power. 

It  is  crucial  that  the  enormous  discretionary  authority  delegated 
to  a  bank  regulatory  agency  be  exercised  fairly  and  impartially 
without  even  the  hint  of  political  favoritism.  Therefore,  I  would 
urge  that  financial  regulation  be  handled  by  a  multimember  board 
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whose  members  serve  for  fixed  terms,  and  where  no  poHtical  party 
has  a  majority  of  the  seats. 

Mr.  Chairman,  I  should  Hke  to  add  the  recommendation  that  at 
an  absolute  minimum  the  Congress  consolidate  the  bank  regulatory 
functions  of  the  Comptroller  of  the  Currency,  the  Federal  Reserve 
Board  and  the  FDIC  into  a  single  agency.  This  is  what  I  proposed 
in  my  original  bill. 

In  view  of  developments  since  that  time,  the  minimum  consolida- 
tion of  bank  regulation  should  also  include  the  bank  regulating 
functions  of  these  three  agencies  and  the  Office  of  Thrift  Super- 
vision. 

In  addition,  I  would  personally  favor  including  in  the  authority 
of  the  new  regulator  the  financial  institution  regulating  functions 
of  the  SEC,  the  Commodities  Futures  Trading  Commission,  and  the 
National  Credit  Union  Administration.  This  would  be  a  true  and 
comprehensive  consolidation  of  the  regulation  of  our  financial  insti- 
tutions. 

Mr.  Chairman,  I  want  to  thank  you  for  the  opportunity  to  ex- 
press my  views  and  congratulate  you  on  the  fine  job  that  you  and 
Henry  Gonzalez  are  doing. 

The  Chairman.  Thank  you,  very  much. 

Let  me  now  welcome  to  the  committee  Chairman  Gronzalez.  We 
are  just  delighted  to  have  you  with  us. 

As  we  started  out  this  morning,  we  knew  that  you  were  in  the 
process,  I  think,  of  seeking  a  rule  before  the  Rules  Committee,  and 
so  we  knew  you  had  something  that  you  were  having  to  attend  to 
on  the  House  side.  But  I  want  to  just  say  on  the  outset,  Mr.  Chair- 
man, how  much  we  appreciate  your  coming  over  to  the  Senate  side, 
and  how  much  we  appreciate  your  leadership  on  the  House  side  in 
the  banking  area,  and  on  the  question  we  are  here  to  talk  about 
today. 

This  committee  and  this  Chairman  is  most  appreciative  of  the 
working  relationship  that  we  have  been  able  to  have  back  and  forth 
during  our  respective  chairmanships,  and  long  before  that  when  we 
served  together  for  10  years  as  House  colleagues. 

So  I  welcome  you  with  the  greatest  affection  and  respect,  and  the 
committee  is  just  delighted  to  have  you  come  over  and  speak  to  us 
today. 

STATEMENT  OF  HENRY  B.  GONZALEZ,  CHAIRMAN,  U.S.  HOUSE 
OF  REPRESENTATIVES,  COMMITTEE  ON  BANKING,  FINANCE, 
AND  URBAN  AFFAIRS,  WASHINGTON,  DC 

Chairman  GrONZALEZ.  Well  thank  you,  Mr.  Chairman.  You  cer- 
tainly speak  for  both  of  us.  You  know  how  I  feel,  and  how  I  have 
cherished  your  friendship  and  your  great  ability  and  leadership. 
We  have  worked  together  during  a  very  meddlesome  and  difficult 
period  of  time. 

I  want  to  express  my  gratitude  to  your  two  colleagues.  Senator 
Dodd  and  Senator  D'Amato,  also,  on  the  housing  level.  You  know 
the  many  conferences  we  have  had,  and  I  am  extremely  grateful  to 
you  and  am  one  of  your  admirers. 

I  also  want  to  say  that  Chairman  Proxmire  goes  back  a  long  time 
in  my  heart  and  mind.  We  worked  together.  He  may  have  forgotten 
when  we  were  fighting  the  cause  of  the  Renegotiation  Board,  and 
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in  fact  we  got  credit,  whether  we  deserved  it  or  not,  together  with 
Admiral  Rickover  and  then-Comptroller,  or  the  GAO  Comptroller 
for  the  first  Uniform  Accounting  Standards  Board. 

So  he  has  been  a  leader.  And  in  fact  his  statement  today  clearly 
reveals  how  much  more  along  the  lines  I  would  like  to  see  things 
done  he  has  so  ably  conceptualized  it. 

It  is  true  that  we  go  beyond  the  rule.  In  fact,  we  finally  got 
aroimd — ^you  in  the  Senate  months  ago  passed  out  the  RTC  Fund- 
ing. We  have  been  struggling  on  the  House  side,  and  finally  today 
I  think,  since  everything  else  has  fallen  off  the  tree,  we  finally  got 
around  where  we  are  going  to  bring  up  the  rule  and  the  bill. 

So  that  is  the  reason  for  my  delay.  We  did  not  know  if  we  were 
going  to  have  a  vote  right  off.  Fortunately,  they  postponed  the  vote 
on  the  Journal,  adopting  the  Journal  for  the  day. 

Of  course  I  recall  the  earlier  days  when  you  were  a  colleague  in 
the  House,  and  it  was  a  great  occasion  for  joy  when  you  saw  the 
Light  and  heard  the  Voice  from  on  High  and  you  became  a  Demo- 
crat. 

[Laughter.] 

But  you  have  always  been  a  wonderful  friend.  So  I  want  to  thank 
you  for  inviting  me,  and  it  was  very  thoughtful  of  you. 

Like  you,  I  have  long  advocated  the  need  to  consolidate  our  frag- 
mented and  inefficient  banking  regulatory  system  into  a  single 
independent  regulator. 

For  one,  I  would  like  to  bring  up  a  little  history  that  has  been 
forgotten.  Back  at  the  end  of  the  1960's,  about  1969,  we  in  the 
House  Banking  Committee  had  the  Hunt  Commission  Report.  It 
was  the  first  one  to  recommend  the  unitary  regulator. 

I  have  drawn  deeply  from  that  report.  It  was  dismissed  by  our 
leadership  at  that  time  as  being  a  product  of  the  banking  interests. 
I  never  thought  so.  I  thought  they  were  making  an  attempt  for  us 
to  catch  up  with  the  post- War  events  and  developments. 

So  I  want  to  acknowledge  my  debt  to  that,  and  certainly  to 
Chairman  Proxmire  because  he  has  always  been,  in  my  mind,  a 
real  leader  and  I  have  followed  him. 

Our  current  system  of  regulation  operates  like  a  Hydra-headed 
monster  with  its  many  heads  flailing  around,  each  with  a  mind  of 
its  own  and  indifferent  to  the  activities  of  the  other.  Certainly  no 
rational  person  would  have  ever  designed  such  a  system  for  regu- 
lating the  Nation's  banks  and  thrifts. 

Rather,  the  current  system  has  evolved  over  time  as  new  agen- 
cies were  established  to  meet  new  needs,  but  without  recognition 
that  coordination  was  needed.  Each  piece  was  added  without  any 
consideration  given  to  what  the  whole  would  look  like,  or  how  it 
would  function. 

The  Office  of  the  Comptroller  of  the  Currency  which  regulates 
national  banks  was  established  in  1863  to  help  finance  the  Civil 
War. 

The  Federal  Reserve  System,  which  regulated  State-chartered 
member  banks,  was  established  in  1913  as  the  Nation's  central 
bank  to  carry  out  monetary  policy. 

The  Federal  Deposit  Insurance  Corporation,  which  regulates 
State-chartered  non-member  banks,  was  established  in  1933  to  in- 
sure deposits  up  to  $2,500  against  bank  failures. 
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And  the  Federal  Home  Loan  Bank  System,  which  regulated  sav- 
ings and  loans  prior  to  the  creation  of  the  Office  of  Thrift  Super- 
vision, was  established  in  1932  to  provide  credit  to  thrifts  for  the 
financing  of  home  ownership. 

Ironically,  each  of  these  agencies'  original  primary  mission  was 
not  regulatory.  Today,  our  financial  services  industries  cannot  exist 
as  closed  monoliths,  and  the  lines  separating  each  are  disappearing 
fast. 

Meanwhile,  the  regulatory  framework  remains  completely  out  of 
step  with  the  new  realities  of  the  market.  Consolidation  of  the  reg- 
ulatory functions  of  these  four  agencies  into  a  single,  independent 
regulator  would  result  in  many  benefits. 

For  example,  consolidation  would  result  in  more  uniform  and  ef- 
fective regulation.  The  regulatory  agencies  often  promulgate  regu- 
lations wnich  give  different  interpretations  of  the  same  law.  This 
also  results  in  regulatory  shopping — regulator-shopping  by  anyone 
considering  establishing  a  new  bank  or  changing  charters.  Of 
course  we  nave  gotten  away  from  that  since  the  Bank  Merger  Act. 
We  won't  charter  any  longer. 

Unfortunately,  the  efforts  of  the  Federal  Financial  Institutions 
Examination  Council  have  proven  to  be  an  ineffective  stopgap 
measure.  Additionally,  consolidation  would  result  in  more  economi- 
cal and  efficient  regulations  since  many  of  the  existing  forms  of  du- 
plication would  be  eliminated. 

Just  as  in  the  recent  mergers  of  large  banking  organizations, 
consolidation  would  produce  significant  savings  in  all  areas  of  over- 
head such  as  computer  systems  and  other  facilities. 

Regulatory  consolidation  has  been  the  subject  of  many  studies 
and  proposals  since  1919  when  legislation  was  first  introduced  to 
establish  a  single  regulator  by  merging  the  OCC  and  the  Fed. 

Senator  William  Proxmire,  who  is  here  today  and  I  repeat,  con- 
tributed significantly  to  the  effort  during  his  tenure  in  the  Senate. 

During  tne  last  Congress,  we  again  attempted  to  deal  with  this 
issue  as  part  of  the  1991  banking  bill,  but  to  no  avail.  Part  of  the 
problem  has  been  the  manner  in  which  the  agencies  have  jealously 
fought  to  protect  their  turfs  without  regard  for  sound  public  policy. 
However,  with  the  current  administration's  emphasis  on  efficiency 
in  Government,  we  do  have  an  opportunity  to  finally  achieve  some 
common  sense  in  banking  and  thrift  regulation. 

I  have  introduced  over  on  the  House  side  H.R.  1214,  the  Regu- 
latory Consolidation  Act  of  1993,  which  would  create  a  single  regu- 
lator for  banks,  thrifts,  and  their  holding  companies.  The  Federal 
Reserve  would  be  free  to  focus  on  monetary  policy  and  the  FDIC 
would  be  free  to  administer  the  deposit  insurance  program.  I  be- 
lieve that  this  approach  makes  the  most  sense. 

Some  have  advocated  limiting  the  approach  of  just  merging  the 
OTS  and  the  OCC,  since  they  are  already  agencies  within  the 
Treasury  Department.  However,  what  few  benefits  might  accrue 
are  hardly  worth  the  effort.  If  we  were  to  set  up  a  regulatory 
framework  today  from  scratch,  I  think  we  would  all  prefer  a  single 
regulator  format.  So  I  hope  we  do  not  settle  for  anything  else. 

Finally,  Mr.  Chairman,  I  should  emphasize  the  point  that  the 
single  regulator  should  be  established  as  an  independent  from  Ex- 
ecutive Branch  control.  This  is  necessary  to  prevent  any  real  or 
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perceived  election  year  pressures  from  whichever  party  is  in  the 
White  House»  to  use  the  power  of  these  agencies  for  poHtical  pur- 
poses. 

I  congratulate  you  for  holding  the  hearing.  I  am  looking  forward 
to  working  with  you  and  the  committee  to  enact  regulatory  consoli- 
dation legislation. 

May  I  add  that  to  my  right  is  Chairman  Seidman,  and  that  I 
apologize  to  all  the  other  panel  members  for  interrupting  the  or- 
derly flow.  Were  it  not  for  this  most  unusual — and  you  know  it 
would  happen  that  the  day  I  would  be  here  we  would  bring  all  of 
that  stuff  up  over  in  the  House. 

So  I  do  apologize  to  Mr.  Seidman,  a  man  I  totally  admire,  and 
who  as  Chairman  of  the  FDIC  has  done  a  great  job.  I  am  glad  to 
see  he  survived.  He  looks  real  well. 

The  Chairman.  He  is  a  tough  cookie.  A  horse  threw  him  off  and 
dragged  him  for  2  or  3  miles,  and  they  sort  of  gave  up  on  him,  but 
he  didn't  give  up  on  himself.  So  this  guy  is  indestructible. 

Chairman  Gonzalez.  The  only  dangerous  thing  I  know  he  has 
done  is  write  a  book. 

[Laughter.] 

But  thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much.  Chairman  Gonzalez. 

Let  me  ask  my  colleagues  if  anyone  has  any  questions.  You  have 
made  a  very  powerful  and  comprehensive  statement  to  us,  and  we 
thank  you  for  coming  over  to  do  that.  Does  anyone  have  any  ques- 
tions they  want  to  raise  with  Chairman  Gonzalez? 

Senator  D'Amato.  It  is  just  good  to  see  the  Chairman,  and  he  is 
in  his  usual  wonderful  form.  I  look  forward  to  working  with  you, 
Chairman  Gonzalez. 

Chairman  Gonzalez.  Thank  you.  Thank  you,  Senator. 

Senator  DoDD.  We  always  like — House  Members  that  come  over 
to  the  Senate  are  a  rare  occurrence,  so  we  are  grateful  for  your 
presence. 

Chairman  Gonzalez.  I  am  well  aware  of  that.  Senator. 

Senator  Dodd.  You  know  what  they  said  when  Don  Riegle  left, 
you  know,  they  said  that  House  Members  said  that  his  departure — 
Mo  TJdall  said  this  about  me,  as  well— he  said  it  improved  the  level 
of  intelligence  of  both  bodies. 

[Laughter.] 

Chairman  Gonzalez.  I  had  not  heard  that  one. 

Senator  Boxer.  Mr.  Chairman,  it  is  great  to  see  you.  I  miss  you. 

Chairman  Gonzalez.  Well,  it  is  good  to  see  you. 

Senator  Boxer.  It  is  good  to  see  you. 

Senator  DoDD.  They  did  not  say  it  about  you,  Barbara,  when  you 
left. 

Senator  Boxer.  Yeah,  sure,  I  know. 

[Laughter.] 

Chairman  GONZALEZ.  We  miss  you  over  in  the  House. 

The  Chairman.  We  are  delighted  you  came  this  morning,  and 
particularly  because  you  had  these  other  duties  you  had  to  attend 
to.  So  we  thank  you  for  coming  and  giving  us  this  testimony.  I 
think  it  will  be  of  great  help  to  us  in  moving  forward. 

Chairman  Gonzalez.  Well,  thank  you. 
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The  Chairman.  As  you  say,  we  have  been  up  and  down  this  track 
before.  This  is  the  time  to  ao  this.  The  stars  are  in  alignment.  We 
have  a  President  who  wants  to  move  in  this  direction,  and  he  has 
put  the  Vice  President  in  charge  who  served  with  all  of  us  in  the 
House  and  Senate.  Your  testimony  and  your  leadership  I  think  will 
be  vital  to  our  chances  for  success  here. 

Chairman  Gonzalez.  Thank  you,  Mr.  Chairman. 

Let  me  say  in  parting  that  I  would  much  prefer  to  stay  here  and 
listen,  and  also  near  the  other  questions  that  may  be  directed  to 
the  other  panelists  or  to  myself,  but  with  the  urgent  need  to  be 
back  I  think  it  would  not  look  good  if  I  stayed,  even  though  the 
rule  is  brought  up,  and  for  the  Rules  Committee  I  think  I  ought 
to  be  there. 

The  Chairman.  We  understand,  and  we  thank  you,  and  we  ex- 
cuse you  at  this  time  for  that  purpose. 

Next  we  will  go  to  former  Chairman  Bill  Seidman,  and  we  will 
make  your  full  statement  a  part  of  the  record.  We  would  be  de- 
lighted to  hear  from  you  now. 

STATEMENT  OF  L.  WILLIAM  SEIDMAN,  FORMER  CHAIRMAN, 
FEDERAL  DEPOSIT  INSURANCE  CORPORATION,  WASHING- 
TON, DC 

Mr.  Seidman.  Thank  you  very  much.  Chairman  Riegle,  Senator 
D'Amato,  Senator  Dodd,  Senator  Boxer.  It  is  a  great  honor  to  be 
here  and  have  a  chance  to  talk  with  you  about  this  important  sub- 
ject, and  I  am  honored  to  be  on  this  panel  with  my  distinguished 
colleagues,  and  I  shall  listen  very  carefully  to  what  they  have  to 
say,  and  I  shall  try  to  make  my  statement  short.  It  is  unusual  to 
have  so  much  firepower  up  at  one  table. 

I  would  like  to  make  just  three  points.  I  have  a  statement  for  the 
record. 

My  first  point  is:  Why  does  it  not  work  now?  I  think  the  key  rea- 
son that  it  does  not  work  now  is  that  you  have  three  totally  inde- 
pendent agencies  in  the  business.  There  is  no  power  on  earth  that 
can  make  them  agree — not  the  President,  not  the  Pope,  not  any- 
body. The  only  power  that  can  make  them  agree  is  the  Congress 
of  the  United  States  by  changing  the  structure  so  that  the  present 
setup  does  not  continue. 

It  has  been  mentioned  that  I  wrote  a  book,  and  I  agree  with 
those  who  say  it  probably  was  a  mistake,  but  in  there  I  do  have 
several  war  stories  on  what  turf  wars  are  like,  the  amount  of  time 
that  they  take,  how  difficult  they  are  for  the  industry,  and  I  com- 
mend to  you  those.  I  have  those  in  my  testimony. 

Of  course  if  you  want  to  read  further,  I  will  be  glad  to  supply 
you 

The  Chairman.  It  is  a  great  book.  We  thought  about  having  cop- 
ies for  sale  out  here  and  maybe  have  you  autograph  them  as  people 
came  into  the  room 

[Laughter.] 

— but  I  recommend  the  book. 

Mr.  Seidman.  Thank  you,  very  much. 

So  the  answer  to  why  it  does  not  work  today  is  because  it  is  sim- 
ply impossible  to  have  three  independent  groups  trying  to  regulate 
this  industry. 
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What  needs  to  be  done  I  think  is  to  provide  a  single  agency,  as 
Chairman  Gronzalez  has  suggested,  and  I  would  make  five  points 
in  setting  up  that  agency: 

One  is,  it  needs  to  be  independent.  It  must  be  out  of  the  direct 
political  stream.  We  have  certainly  seen  fi-om  the  S&L  problem  and 
others  what  can  occur  if  independence  is  not  a  clear  part  of  the 
agency's  status.  I  think  the  FDIC,  which  has  been  independent, 
also  has  a  history  which  reflects  on  the  importance  of  that. 

Second,  I  think  that  the  agency  should  not  have  conflicting  du- 
ties: monetary  policy,  international  trade,  other  things  that  are  im- 
portant but  may  well  conflict  with  the  regulatory  role.  Therefore, 
it  is  very  important  I  believe  that  it  be  assigned  to  its  job,  which 
is  the  regulation  and  supervision  and  promotion,  if  you  will,  for  the 
financial  services  industries. 

Third,  I  think  it  should  be  all-inclusive.  It  should  cover  all  agen- 
cies. That  of  course  would  include  the  credit  unions  which  over 
time  will  grow  with  the  tax  advantages  and  other  advantages  that 
they  now  have. 

I  realize  that  politically  that  is  a  difficult  situation,  but  if  you 
have  all  of  one  group  over  here  being  regulated  by  one  group,  and 
that  group  having  a  separate  regulator  and  separate  opportunities 
when  they  are  in  competition,  I  do  not  think  it  will  work  out  well. 

So  I  would  strongly  urge  that  it  cover  all  of  the  groups,  that  it 
have  no  conflicting  duties,  and  that  it  be  independent. 

Fourth,  I  would  just  like  to  make  a  statement  about  the  FDIC 
and  its  role,  given  the  fact  that  was  where  my  principal  duties 
were. 

I  think  the  FDIC  should  be  an  independent  insurance  agency  op- 
erating as  closely  as  possible  as  a  private  insurer  would  operate. 
That  is,  setting  rates,  determining  who  is  insurable  and  who  is  not, 
but  that  it  should  have  no  regulatory  role,  and  all  of  its  regulatory 
powers  would  move  to  the  independent  agency. 

The  insurance  role  is  not  essentially  a  regulatory  role.  It  is  not 
creating  the  status  for  the  environment  in  which  institutions  oper- 
ate. It  simply  is  responsible  for  operating  an  agency  which  retains 
its  solvency  because  it  operates  on  sound  insuring  principles.  So  I 
would  suggest  that  it  be  an  independent,  nonregulatory  agency. 

In  summary,  Mr.  Chairman,  then  I  have  said  that  it  is  absolutely 
imperative  for  all  the  reasons  you  set  forth  in  your  statement  that 
we  move  in  this  area,  and  that  we  realize  that  our  system  cannot 
be  competitive  under  current  conditions.  I  think  we  need  a  single 
agency  covering  all  the  regulatory  powers.  I  would  not  reserve  any 
to  the  Federal  Reserve  or  any  other  agency. 

Fifth,  I  think  the  FDIC  should  be  taken  out  of  the  regulatory  role 
and  be  an  independent  insurer. 

I  thank  you  very  much  for  the  opportunity  to  talk  with  you. 

The  Chairman.  Well,  thank  you  very  much.  That  is  very  impor- 
tant testimony. 

Let  us  go  next  to  John  Heimann. 

John,  we  would  like  to  hear  from  you  now.  We  will  make  your 
full  statement  a  part  of  the  record. 
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STATEMENT  OF  JOHN  G.  HEIMANN,  FORMER  COMPTROLLER 
OF  THE  CURRENCY,  NEW  YORK,  NY 

Mr.  Heemann.  Thank  you  very  much,  Mr.  Chairman;  Senator 
D'Amato;  Senator  Dodd;  Senator  Boxer.  I  am  dehghted  to  be  here, 
and  I  am  really  pleased  and  honored  to  be  sitting  next  to  the 
Chairman  to  whom  I  related  for  so  many  years  whilst  I  was  in  of- 
fice. 

I  have  a  sense  that  most  of  the  members  of  this  panel  are  very 
much  all  of  a  mind.  There  is  a  consistency,  at  least  so  far  in  the 
testimony,  in  terms  of  consolidation  and  I  strongly  support  consoli- 
dation for  a  number  of  reasons  which  I  have  outlined  in  my  testi- 
mony, which  I  do  not  think  the  time  is  available  to  go  through 
today. 

I  would  point  out  that  the  system  is  archaic,  it  is  expensive,  it 
is  duplicative,  it  is  inefficient,  and  I  had  never  thought  of  the  word 
until  Chairman  Proxmire  used  it,  it  is  certainly  bizarre. 

[Laughter.] 

Of  all  of  the  reasons,  the  one  I  would  like  to  stress  is  simply  that 
our  supervisory  system,  our  regulatory  system,  has  to  relate  to  the 
realities  of  the  financial  marketplace,  both  domestically  and  inter- 
nationally. 

The  competitive  impact  of  foreign  banks,  the  competitive  impact 
of  nonbank  financial  intermediaries,  the  important  impact  of  tech- 
nology, and  the  very  real  preferences  of  users  of  the  depository  sys- 
tem require  a  change  in  our  financial  system,  as  pointed  out  by 
Senator  Dodd.  I  think  that  looms  high  on  all  of  the  reasons. 

I  do  think  that  there  should  be  certain  ground  rules  as  to  what 
we  are  trying  to  accomplish,  I  should  say  not  "ground  rules"  but 
"principles"  for  what  we  want: 

First,  the  financial  system  in  the  world  is  highly  integrated,  and 
the  U.S.  supervisory  system  must  relate  both  domestically  and 
internationally  to  the  realities  of  the  marketplace. 

Second,  there  is  a  vast  difference  in  the  reach  and  the  scope  of 
our  financial  institutions  to  supervise  and  regulate  a  $50  million 
bank  with  the  same  sets  of  bars  and  examination  techniques,  and 
so  forth  and  so  on,  the  requirements  of  form-filling-out,  as  a  $50 
billion  bank,  makes  no  sense. 

We  have  in  effect  a  dual  banking  system.  There  are  large  banks 
and  there  are  small  banks,  and  the  new  regulatory  system  has  to 
take  that  into  account  because  of  the  enormous  burden  placed  on 
the  system. 

Third  is  a  point  that  Chairman  Seidman  just  mentioned  that  I 
feel  strongly  about.  Again,  all  insured  depositories  compete  with 
one  another.  The  argument  that  some  are  different  has  not  been 
borne  out  by  experience.  The  S&L's  are  testimony  to  that,  and  the 
National  Credit  Union  Administration  could  be  part  of  this  under- 
taking. 

Fourth,  I  think  that  the  role  of  the  State  supervisors  is  impor- 
tant. I  was  a  State  supervisor  at  one  point,  but  much  of  the  innova- 
tion in  banking  supervision  has  come  from  the  States,  although 
there  have  been  some  problems  with  the  States,  that  should  not  be 
done  away  with.  We  must  find  a  way  to  accommodate  that  in  our 
total  regulation. 
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Finally,  as  stressed  by  all  of  the  members  of  this  panel  so  far, 
banking  supervision  must  be  independent.  By  "Independent"  I 
mean  independent  of  the  administration.  It  should  be  an  independ- 
ent agency,  and  I  argued  for  that. 

So  in  brief  I  would  just  say,  of  the  bills  that  are  in  the  hopper 
today,  I  have  read  with  considerable  interest  and  basically  support 
that  which  has  been  put  forth  by  Chairman  Gonzalez. 

There  will  be  some  other  changes  which  I  have  outlined  in  my 
testimony.  I  do  think  we  should  have  a  Federal  banking  commis- 
sion and,  within  that  framework,  I  think  the  credit  unions  ought 
to  be  independent. 

I  do  not  think  that  the  argument  is  real,  the  one  that  says  it  is 
tough  to  put  them  all  together  to  look  at  all  of  the  problem. 

As  pointed  out  by  Chairman  Gonzalez,  if  you  can  merge  Security 
Pacific  and  Bank  of  America,  merge  Manufacturers  Hanover  Trust 
with  Chemical  Bank,  and  have  that  come  out  effectively  and  effi- 
ciently, I  suspect  we  can  marry  the  regulatory  and  supervisory 
structure  of  these  agencies  over  time — admittedly  it  will  take  some 
time — and  have  that  work  effectively  for  the  consumer  and  for  the 
people  of  the  country. 

That  is  it  in  brief,  Mr.  Chairman.  I  do  not  want  to  take  more 
time,  except  for  Senator  D'Amato's  last.  I  thought  of  Yogi  Berra 
also.  He  said — I  think  he  said:  "When  you  come  to  a  crossroads, 
take  it." 

[Laughter.] 

Mr.  Seidman.  I  think  that  is  the  case.  We  should  do  this. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Very  good. 

Dr.  Brimmer,  you  have  seen  this  from  the  inside  of  the  Federal 
Reserve  Board  perspective,  and  we  would  like  very  much  to  hear 
your  thoughts  now. 

STATEMEP^  OF  ANDREW  F.  BRIMMER,  FORMER  GOVERNOR, 
FEDERAL  RESERVE  SYSTEM,  WASHINGTON,  DC 

Mr.  Brimmer.  Thank  you  very  much,  Mr.  Chairman,  and  other 
Members  of  the  committee. 

I  was  pleased  to  be  invited  to  participate  in  this  panel.  The  letter 
to  me  said  that  you  were  interested  primarily  in  the  need  for  con- 
solidation of  the  bank  regulatory  apparatus,  and  in  particular  you 
would  like  to  have  my  views  with  respect  to  the  difficulty  of  the 
problems  being  faced;  how  a  new  Federal  banking  agencv  might  be 
structured,  and  whether  the  depository  institutions  should  be  regu- 
lated by  an  independent  agency  or  agencies. 

In  responding  to  this  invitation,  I  reviewed  the  current  structure 
and  operations  of  the  system.  I  also  drew  substantially  on  the  expe- 
rience I  have  gained  since  leaving  the  Federal  Reserve  Board  as  a 
director  of  Bank  America  Corporation  in  its  principal  subsidiary 
Bank  of  America,  and  of  another  bank  holding  company — MNC  Fi- 
nancial and  its  subsidiary — American  Security  Bank. 

In  each  of  those  cases,  I  have  served  as  a  member  or  chair  of  the 
Audit  and  Examining  Committee  or  the  Loan  Review  Committee. 
So  I  have  seen  the  supervision  and  regulation  of  banks  from  the 
private  side. 

The  Chairman.  From  the  receiving  end. 
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Mr.  Heimann.  As  well  as  from  the  giving  side. 

Also,  Mr.  Chairman,  as  you  noted  in  your  remarks,  I  recently 
served  as  Co-Chair  of  the  National  Commission  on  Financial  Insti- 
tution Reform,  Recovery,  and  Enforcement.  Our  report  was  sent  to 
the  Congress  in  late  July. 

Also,  I  looked  at  the  1991  bill,  Mr.  Chairman,  which  had  a  num- 
ber of  provisions  dealing  with  supervision,  I  would  like  to  include 
in  the  record  my  full  statement,  plus  my  article  on  "Financial  Reg- 
ulation and  the  Fragility  of  the  Banking  System. 

The  Chairman.  Good.  We  will  make  that  a  part  of  the  record, 
without  objection. 

Mr.  Heimann.  I  would  like  to  draw  on  those,  Mr.  Chairman,  to 
say  basically  the  fragmentation  which  has  been  cited  so  extensively 
here  today  is  truly  dramatic. 

I  have,  as  a  part  of  my  statement  that  is  being  included  in  the 
record,  a  chart  which  shows  this  in  detail. 

I  looked  at  a  number  of  specific  regulatory  and  supervisory  ac- 
tivities carried  on  by  the  FDIC,  the  Comptroller  of  the  Currency, 
the  Federal  Reserve,  the  State  Bank  Supervisors,  the  Department 
of  Justice,  and  the  SEC. 

A  typical  national  bank  is  subject  to  an  amazing  array  of  respon- 
sibilities where  it  is  required  to  make  responses,  and  this  matrix 
is  only  the  tip  of  the  iceberg. 

Moreover,  this  complexity  leads  to  a  great  deal  of  conflicting  in- 
terpretation. Different  examinations  result  in  uneven  and  conflict- 
ing treatment  of  similar  assets,  and  the  overall  allocation  of  capital 
and  reserves. 

I  reviewed  the  way  in  which  the  Comptroller  of  the  Currency's 
examiners  treat  the  same  range  of  assets  for  three  different  banks, 
which  I  was  able  to  do  from  the  inside. 

I  must  say  that  the  divergence  was  substantial.  And,  of  course, 
the  implication  of  these  kinds  of  differential  classifications  for  re- 
serve requirements,  losses,  and  so  on,  was  also  substantial. 

I  believe  the  fragmentation  ought  to  be  corrected.  To  do  so,  I  be- 
lieve we  ought  to  start  with  what  we  already  have  and  modify  it. 

So  I  propose  in  my  formal  statement  that  we  should  abolish  the 
Comptroller  of  the  Currency,  the  Office  of  Thrift  Supervision,  and 
the  National  Credit  Union  Administration. 

This  would  leave  us  with  the  Federal  Reserve  and  the  FDIC.  I 
come  out  in  favor  of  the  Federal  Reserve  as  the  principal — not  just 
regulator  but  also  supervisor.  I  treat  the  two  separately.  They  are 
different.  The  Federal  Reserve  has  not  only  the  best  staffs  and  abil- 
ity to  field  people  who  can  do  a  first  rate  job,  but  they  also  have 
the  responsibility  for  the  provision  liquidity. 

In  the  end,  it  is  the  central  bank  that  is  the  ultimate  source  of 
safety  and  soundness  in  a  financial  institution.  And  I  don't  believe 
that  function  can  be  separated  from  the  oversight  of  the  institution 
itself. 

I  make  the  case  for  that,  Mr.  Chairman,  in  another  piece  I  did 
on  central  banking  and  systemic  risks  in  financial  markets,  and  I 
would  like  to  include  that  in  the  record  as  well. 

The  Chairman.  We  will  make  it  a  part  of  the  record  without  ob- 
jection. 
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Mr.  Bremmer.  In  my  full  testimony,  I  provide  a  number  of  addi- 
tional arguments  as  to  why  the  Federal  Reserve  ought  to  end  up 
as  the  principal  supervisor  and  regulator  of  banking  institutions. 
It's  banking  that  is  being  overseen. 

Now,  finally,  Mr.  Chairman,  I  would  argue  that  the  institution 
should  remain  outside  of  the  Executive  Branch.  I  describe  in  my 
full  testimony  a  long  record  of  the  consequences  of  political  inter- 
ference with  the  monetary  system.  We  might  remind  ourselves  that 
the  U.S.  Constitution,  Article  1,  Section  8,  gives  to  the  Congress 
authority  to  coin  money  and  determine  its  value. 

Throughout  its  history,  from  1790  right  on  to  the  present,  Con- 
gress has  always  refused  to  delegate  that  authority  to  the  Execu- 
tive Branch.  The  First  Bank  of  the  United  States,  Second  Bank, 
Comptroller  of  the  Currency,  the  Federal  Reserve,  the  FDIC — were 
all  established  as  separate  institutions.  It  was  a  wise  decision. 

Even  in  the  case  of  the  Federal  Reserve,  every  President,  with 
one  or  two  exceptions,  or  his  agents,  made  an  explicit  attempt  to 
influence  the  decisions  with  respect  to  money  and  banking.  In  our 
inquiry  with  respect  of  the  savings  and  loan  debacle,  we  docu- 
mented a  number  of  cases  whereby  Members  of  Congress  and 
Members  of  the  administration  made  an  attempt  to  influence  the 
decisions  of  the  Federal  Home  Loan  Bank  Board  with  respect  to 
oversight  of  constituents  or  supporters.  The  record  is  not  complete, 
but  it  IS  still  replete  with  numerous  instances. 

Having  bank  supervisory  and  regulatory  agencies  within  the  Ex- 
ecutive Branch  is  extremely  dangerous  and  I  hope  they  would  be 
kept  independent. 

Mr.  Chairman,  in  summary,  I  believe  the  fragmentation  ought  to 
be  ended.  I  believe  the  best  arrangement  would  be  to  give  it  all  to 
the  Federal  Reserve  except  for  deposit  insurance  which  I  agree 
ought  to  remain  with  the  FDIC  as  a  separate  agency  for  that  pur- 
pose. The  supervisor  or  regulator  ought  to  be  an  independent  agen- 
cy outside  of  the  Executive  Branch. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much.  Dr.  Brimmer.  It's  very 
helpful  to  us  to  have  that. 

Let  me  go  next  to  Tim  Ryan. 

STATEMENT  OF  T.  TIMOTHY  RYAN,  FORMER  DIRECTOR, 
OFFICE  OF  THRIFT  SUPERVISION,  NEW  YORK,  NY 

Mr.  Ryan,  Thank  you,  Mr.  Chairman.  I  can  see  the  song's  basi- 
cally the  same  here.  The  words  are  a  little  different,  but  the  same 
tune.  I  will  keep  mine  very  short  because  I  agree  generally  with 
the  comments  made  by  the  other  panelists. 

In  I  would  say  every  occasion  I  had  to  appear  before  this  commit- 
tee and  you,  Mr.  Chairman,  I  made  the  point  that  I  really  could 
not  understand  how  this  system  of  regulating  financial  institutions 
ever  continued  to  exist  because  it's  clearly  balkanized  and  it's  clear- 
ly overly  cumbersome  and  it  does  not  work  in  the  best  interests  of 
this  country  in  my  view. 

Three  points.  One,  clearly  I  favor  consolidation.  I  ag^ee  with  Bill 
Seidman,  all  of  the  agencies  that  are  now  presently  providing  regu- 
latory authority  and  have  supervisory  authority  should  be  one.  So 
I  would  combine  the  OCC  and  the  OTS,  take  the  Fed's  supervisory 


21 

authority  and  the  FDIC's  and  the  NCUA  and  I'd  make  it  all  into 
one  regulatory  agency. 

I  also  agree  with  Bill  that  I  would  make  the  FDIC  the  insurer, 
only  the  insurer.  Maybe  I  would  give  them  backup  regulatory  au- 
thority so  at  least  they  would  know  what's  going  on  in  the  institu- 
tions, certainly  in  institutions  that  are  troubled. 

The  main  issue,  I  think,  and  I'm  sure  you'll  find  this  as  you're 
drafting  legislation  and  certainly  those  of  us  who  are  part  of  the 
Bush  administration  found,  is  really  a  question  of  turf.  Consolida- 
tion makes  good  sense,  but  where  do  you  put  it.  To  me  that's  not 
really  worth  the  time  and  effort.  To  me,  consolidation  is  really  the 
most  important  end  result. 

So  I  really  don't  care  whether  it's  in  the  Treasury,  whether  it's 
part  of  the  Fed,  or  whether  you  create  a  new  agency.  I  think  it's 
just  so  important  that  you  get  all  of  these  functions  together  be- 
cause we're  quite  frankly  wasting  an  awful  lot  of  time,  wasting  a 
lot  of  energy.  Mr.  Brimmer  has  seen  it  up  front  and  close  inside 
financial  institutions.  It's  costing  us  an  awful  lot  of  money. 

And  so  in  conclusion  I  would  say  that  I  agree  with  the  other  pan- 
elists who  have  spoken  today.  Consolidation  is  important  and  I 
urge  you  to  move  forward  with  this  and  I  am  sure  you'll  find  some 
opposition  from  some  agency,  as  you  well  know,  and  you  just  need 
to  keep  pushing  because  it  makes  good  sense  and  I  applaud  your 
efforts. 

Thank  you. 

The  Chairman.  Thank  you  very  much.  Every  agency  or  operation 
gets  its  roots  down  as  deep  as  it  can  and  if  you  try  to  pull  it  out, 
it's  not  an  easy  matter  because  it's  very  self  perpetuating.  I  mean, 
it's  the  very  nature  of  an  organism  or  a  bureaucratic  structure  to 
want  to  sustain  itself.  So  when  you  start  talking  about  something 
that's  as  fundamental  as  uprooting  it  or  sort  of  altering  it,  you  cut 
right  into  the  very  nervous  system  reaction.  And  we  will  find  that. 
But  that  doesn't  mean  that  we  can't  get  it  done,  that  we  shouldn't 
get  it  done. 

Finally  and  last  but  by  no  means  least,  let  me  now  call  on  our 
former  SEC  Chairman  Richard  Breeden.  And  again,  thank  you  for 
being  here  today  and  your  patience  in  waiting  to  be  the  cleanup 
hitter  and  we  would  like  to  hear  from  you  now. 

STATEMENT  OF  RICHARD  BREEDEN,  FORMER  CHAIRMAN, 
SECURITIES  AND  EXCHANGE  COMMISSION,  WASHINGTON,  DC 

Mr.  Breeden.  Thank  you,  Mr.  Chairman.  I  always  like  to  try 
and  get  the  last  word  anyway,  not  always  successfully. 

I  appreciate  very  much  the  chance  to  join  my  friends  and  former 
colleagues  and  to  return  to  this  spot  where  we  had  the  occasion  to- 
gether to  consider  many  important  issues  facing  the  Nation's  finan- 
cial system.  I  don't  know  whether  as  the  only  former  nonbank  reg- 
ulator I'm  here  for  comic  relief  or  not. 

When  I  was  chairman  of  the  SEC  and  I  got  invited  to  testify  to- 
gether with  all  the  phalanx  of  bank  and  thrift  regulators,  I  always 
felt  a  little  bit  like  the  missionary  invited  to  dinner  and  arriving 
to  find  the  large  pot  and  the  fire  boiling  under  it  and  wondering 
if  it  was  such  a  good  invitation. 
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But  I  might  perhaps  share,  a  few  views  from  two  perspectives. 
One,  having  once  spent  3  years  of  my  career  leading  an  effort  de- 
signed to  try  and  find  a  way  to  move  forward  on  this  consolidation 
problem,  which  I  agree  with  all  the  other  witnesses  is  a  serious 
problem  and  would  benefit  the  country  immensely  if  we  could  move 
forward  with  it.  And  second,  as  having  served  as  the  chairman  of 
an  agency  that  in  many  respects  is  exactly  the  model  of  what  you 
ought  to  create. 

The  SEC  is  an  integrated  regulator.  Putting  aside  the  rather  fa- 
mous turf  issues  with  the  CFTC  and  the  futures  markets,  within 
the  broad  spectrum  of  the  capital  markets,  we  have  one  agency  and 
only  one  agency  to  deal  with  the  oversight  of  broker  dealers,  mu- 
tual funds,  and  investment  advisors.  When  the  SEC  sets  policies, 
we  would  debate  amongst  ourselves  what  the  right  policy  was  but 
we  then  didn't  have  to  go  forward  and  debate  it  with  three  or  four 
other  agencies.  We  could  go  out  and  spend  our  time  trying  to  apply 
that  policy  in  the  field. 

I  think  that  integration  has  worked  superbly.  It  has  enabled  the 
SEC  to,  in  my  view,  do  an  awfully  good  job  with  a  starkly  different 
level  of  resources.  And  at  a  time  when  we  are  focusing  intently  on 
the  issue  of  Government  resources  and  how  we  can  do  more  with 
less,  there  is  a  contrast  between  the  securities  regulatory  system 
and  the  bank  regulatory  system  that  is  stark  and  perhaps  shows 
us  the  benefits  down  the  road  that  I  believe  are  far  greater  than 
people  have  to  date  suspected. 

I  mean,  the  numbers  that  you  cited  early  on  in  your  opening 
statement  of  the  savings  from  consolidation  I  think  are  vastly  un- 
derstated. Done  right,  this  system  could  save  far  more  than  that. 

If  you  look  at  the  system  today,  the  total  employment  of  the  de- 
pository, the  five  agencies,  the  three  bank  agencies,  the  OTS  and 
the  NCUA,  last  time  I  checked  while  I  was  chairman  about  a  year 
ago,  total  employment  of  those  agencies  is  in  excess  of  43,000  peo- 
ple. Now  that's  larger  than  four  NATO  armies.  It  is  a  system  that 
is  more  than  15  times — times — larger  than  the  entire  SEC,  which 
has  about  2,800  people. 

Now,  interestingly,  the  SEC  oversees  roughly  the  same  number 
of  entities  as  all  the  bank  and  thrift  agencies  combined,  about 
30,000  regulated  entities,  and  it  oversees  double  the  assets.  And  in 
fact,  later  this  year  when  I  would  suspect  that  mutual  funds  will 
exceed  the  total  deposits  in  the  bank  and  thrift  system,  one  divi- 
sion of  the  SEC  will  be  overseeing  in  asset  terms  not  to  say  there 
aren't  immense  problems  that  the  bank  regulators  justifiably  have 
to  deal  with,  but  purely  in  terms  of  the  financial  assets  of  the  pub- 
lic, the  mutual  fund  division  of  the  SEC  will  soon  be  larger  than 
all  the  depository  regulators  combined.  That  division  has  about  350 
people.  I  think  it  ought  to  be  600  or  700  people,  but  it  doesn't  need 
to  be  43,000  people. 

Now,  in  fairness,  the  43,000  aren't  all  regulators.  A  lot  of  those 
people  are  clearing  checks,  which  is  an  activity  that  could  easily  be 
privatized.  A  lot  of  those  people  are  dealing  with  asset  liquidation, 
another  activity  that  could  and  probably  should  be  privatized.  So 
I  don't  want  to — there  is  a  bit  of  apples  and  oranges  in  the  com- 
parison, but  I  think  it  does  give  some  sense  of  the  immense  size 
of  the  bank  regulatory  establishment.  And  that  very  size  gets  in 
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the  way  of  getting  the  job  done  smoothly  and  efficiently.  Every 
penny  of  the  costs  of  that  regulatory  system  gets  passed  along  to 
the  regulated  institutions  in  the  form  of  fees,  which  makes  it  very 
difficult  sometimes  for  them  to  compete  against  companies  from 
outside  that  system. 

I  do  not  believe  in  the  philosophy  of  some  in  the  bank  trade  asso- 
ciation world  whose  attitude  is  well,  let's  share  the  misery.  Let's 
take  a  bad  system  and  expand  it  to  the  securities  world.  I  would 
rather  see  us  go  the  other  way,  make  the  bank  regulatory  system 
better.  Let's  not  give  up  on  that  task. 

I  think  your  determination  to  hold  these  hearings  is  a  good  ex- 
ample of  a  better  way.  Let's  not  just  throw  up  our  hands  and  say 
nothing  can  be  done.  Let's  go  back  to  first  principles  and  see  if  we 
can't  achieve  a  simpler  system  that  would  be  both  cheaper  and 
more  effective.  And  that  clearly,  in  my  opinion,  can  be  done. 

In  terms  of  the  specific  ideas,  I'm  reminded  a  couple  of  people 
have  quoted  Yogi  Berra  and  the  deja  vu  all  over  again  is  certainly 
true  from  the  Bush  task  group  to  this  hearing  this  morning.  I 
would  prefer  to  quote  Shakespeare,  however.  The  issue,  it  seems  to 
me,  from  my  Bush  task  force  days,  could  be  paraphrased  to  Ham- 
let's to  be  or  not  to  be,  that  is  the  question. 

Well,  in  this  whole  area,  that  isn't  the  question.  The  question  is, 
the  Fed  or  not  the  Fed.  And  that  is  the  stumbling  block  that  pre- 
vented I  believe  the  efforts  of  Chairman  Proxmire  to  create  an  inte- 
grated regulatory  system.  That  is  the  stumbling  block  that  occu- 
pied the  Bush  task  force  for  3  years.  That  has  over  and  over  again 
been  the  stumbling  block.  The  Fed  opposes,  traditionally  opposes 
absolutely  any  effort  that  would  take  supervision  away  from  it  out 
of  a  belief  that  that  would  hurt  its  activities  as  a  central  bank.  Al- 
most everyone  else  opposes  any  plan  that  would  centralize  all  regu- 
lation into  the  Fed.  And  so  that  has  been  the  debate. 

Mr.  Chairman,  to  go  forward,  you're  going  to  have  to  break  that 
gordian  knot.  And  it's  something  that  I  would  share  Tim's  perspec- 
tive that  irrespective  of  how  it  comes  out — and  I  don't  express  a 
view  on  that — that  has  been  the  stumbling  block. 

The  Chairman.  Let  me  try — I  don't  want  to  get  you  in  a  tangle 
with  fi-iends  on  both  sides  of  that  issue,  but  you  do  have  a  very 
good  vantage  point  on  that  question  because  you  have  looked  at 
this  before  to  try  to  figure  this  out.  The  history  is  fresh  in  your 
mind.  You  have  had  the  SEC  perspective.  From  your  point  of  view, 
what  do  you  think  might  be  the  best  way  to  net  that  out? 

Mr.  Breeden.  There  are  many  central  banks  around  the  world. 
The  Bundesbank,  notably  among  them,  that  are  powerful  and  effec- 
tive central  banks  and  spend  one  hundred  percent  of  their  time 
worrying  about  monetary  policy  and  the  value  of  the  currency,  the 
core  functions  of  the  central  bank.  There  are  other  central  banks, 
the  Fed  is  not  alone,  the  Bank  of  England  is  another  example,  that 
are  very  much  actively  involved  in  supervision. 

I  think  the  Fed's  concern  to  be  sure  that  it  doesn't  become  an  ab- 
stract agency,  doesn't  become  an  academic  department  of  econom- 
ics, but  is  involved  in  the  real  ebb  and  flow  of  the  markets  is  a  le- 
gitimate concern. 

The  question  is,  is  there  some  way  that  the  Fed  can  have  enough 
involvement  in  a  system  outside  the  Fed,  which  is  clearly  I  think 
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the  preponderant  viewpoint  of  most  people  in  the  private  world. 
Can  you  create  a  role  for  the  Fed  that  would  achieve  its  legitimate 
needs  to  be  able  to  have  both  some  input  from  the  supervisory  sys- 
tem as  well  as  some  influence  on  it?  And  that,  I  think,  is  the  trick. 
To  make  such  an  effort  work,  to  get  it  done,  you  would  have  to  go 
with  an  agency  that  was  not  the  Federal  Reserve,  but  you  would 
have  to  construct  some  form  of  role  for  the  Fed  so  that  they  were 
comfortable  with  their  effectiveness  as  the  central  bank  would  not 
be  undercut.  And  that's  a  legitimate  concern. 

If  I  might  quickly  just  tick  off  a  couple  of  other  items  from  my 
perspective  that  I  think  are  important  in  this  debate,  a  second 
principle  would  be  that  however  you  come  out  on  the  first  question, 
please  leave  the  SEC  out  of  this.  I  say  that  because  of  the  radical 
difference  between  the  insured  world  and  the  uninsured  world. 

While  it  is  true  that  broker  dealers  and  other  participants  in  the 
securities  markets  compete  with  banks  and  I  think  they  should, 
and  vice  versa,  in  a  two-way  street  the  entire  framework  of  the 
law,  the  expectations  of  how  people  behave,  the  whole  question — 
the  whole  debate  over  too  big  to  fail.  Well,  as  you  know,  when 
Drexel  Bumham  failed,  there  were  some  people  in  the  bank  regu- 
latory system  who  urged  an  intervention  and  a  payoff  of  the  credi- 
tors. The  SEC  was  adamantly  opposed  to  that.  Drexel  was  closed. 
Didn't  cost  the  taxpayers  a  dime.  And  we  have  fought  and  have 
continued  to  fight  any  extension  of  deposit  insurance  out  into  the 
broader  capital  markets.  If  anything,  we  ought  to  be  cutting  back 
deposit  insurance  and  not  extending  it. 

I'm  afraid  if  you  put  under  a  single  umbrella  the  regulation  of 
the  insured  cradle  to  grave  regulated  institutions  and  the 
noninsured  ones,  that  there  would  be  a  growth — a  strong  pressure 
to  extend  that  safety  net,  and  that's  the  worst  thing  we  could  do 
for  the  taxpayers.  It's  bad  enough  we  have  a  $5  trillion  safety  net, 
let's  not  make  it  a  $17  trillion  safety  net.  And  that,  I  think,  would 
do  damage  to  the  capital  markets  as  well  as  causing  immense  prob- 
lems of  how  to  deal  with  deposit  insurance  spread  wider. 

I  believe  for  that  reason  alone,  I  would  draw  the  line  at  the  five 
depository  regulators  and  leave  the  market  regulators,  either  the 
SEC  or  CFTC  merged  or  separate  either  way,  but  leave  the  market 
regulators  and  the  depository  regulators  separate. 

Third,  I  would  encourage — and  this  is  a  topic  that  has  not  gone 
away  since  the  Bush  task  force — I  would  urge  the  use  of  a  little  bit 
of  what  we  used  to  call  functional  regulation.  I  believe  all  securities 
regulatory  activities  of  the  bank  agencies  should  be  stripped  out  of 
this  consolidated  regulator  and  transferred  over  to  the  SEC.  The 
growth  of  bank  interest  in  mutual  funds  is  a  classic  example.  All 
the  banks  and  S&Ls  want  to  be  in  the  mutual  fund  business. 
That's  perfectly  understandable  given  the  public  popularity  of  the 
funds. 

I  don't  think  we  need  four  new  agencies  competing  with  the  SEC 
on  how  to  regulate  mutual  funds.  The  SEC  has  been  doing  it  for 
a  half  century  and  doing  it  very  well,  doing  it  very  efficiently-  The 
customer  gets  consistent  protection  and  we  shouldn't  start  replicat- 
ing that  effort  in  four  different  agencies  just  so  that  every  bank  can 
not  only  be  in  the  mutual  fund  business  but  have  its  own  agency 
as  the  regulator  of  that. 
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The  same  thing  should  go  for  securities  offerings.  In  that  area, 
we  have  a  varsity  team  and  we've  got  some  JV  teams  and  we  ought 
to  use  the  varsity  and  not  have  this  compulsion  that  will  replicate 
everything  four  or  five  times  just  to  make  sure  that  each  agency 
has  a  hand  in  a  particular  function. 

I  would  think  that  the  job  of  simplification  and  streamlining 
would  be  much  simpler  if  we  were  able  to  trim  back  deposit  insur- 
ance. I  know  that's  not  the  purpose  of  today's  hearings,  but  the  in- 
surance system  and  how  far  we're  willing  to  put  the  public  credit 
at  risk  is  an  essential  part  of  this  question.  You  can't  really  sepa- 
rate it  out  totally.  There  I  think  the  growth  of  public  participation 
in  money  market  funds  is  a  good  example  that  we  can  do  more. 

The  public  can  understand  the  difference  between  an  insured 
and  an  uninsured  product  and  perhaps  gives  us  room  to  rethink 
how  much  deposit  insurance  we  have  to  use. 

And,  last,  I  would  note  that  in  the  securities  world  we  have  a 
very  different  approach  to  regulating  holding  companies  from  that 
that  prevails  in  the  bank  regulatory  system.  One  way  to  create  im- 
mense simplification  for  the  regulated  banks  would  be  to  either  re- 
peal the  bank  holding  company  act  outright  and  start  over  again 
or  to  dramatically  cut  it  back. 

General  Electric  Corporation  is  a  good  example  of  a  broker  dealer 
holding  company.  They  own  Kidder  Peabody.  SEC  doesn't  try  to  fig- 
ure out  where  GE  ought  to  put  its  capital,  how  it  ought  to  be  allo- 
cated internally,  or  even  what  the  consolidated  capital  of  General 
Electric  ought  to  be.  We  let  Standard  and  Poors  and  Moody's  and 
the  market  regulate  that.  We  focus  on  Kidder  Peabody  in  making 
sure  that  it  has  enough  capital  and,  if  it  doesn't,  well,  it  would  be 
sold  and  closed  down. 

What  GE  decides  to  do  in  their  nonfinancial  businesses  is  some- 
thing we  believe  is  better  regulated  by — we  used  to  believe  when 
I  was  there — is  better  regulated  by  GE's  board  of  directors.  I  think 
we've  gotten  into  a  system  in  the  Bank  Holding  Company  Act  of 
thinking  that  consolidated  supervision  is  an  essential  requirement. 

The  fact  of  the  matter  is  that  it  doesn't  work.  About  80  percent 
of  the  banks  that  failed  in  the  last  decade  were  part  of  holding 
companies  so  there  is  no  evidence  that  bank  holding  company  su- 
pervision stops  banks  from  failing.  It  creates  a  system  in  which  the 
OCC  is  regulating  Citibank  and  a  completely  different  agency  is 
regulating  the  holding  company. 

Now,  if  you  are  able  to  consolidate  all  of  the  agencies,  you  help 
deal  with  the  holding  company  problem,  because  at  least  it's  the 
same  agency  looking  at  what  in  the  real  world  is  one  corporation, 
one  company,  with  one  net  worth.  You  can  move  it  around  inter- 
nally, but  it's  still  one  company  and  one  set  of  shareholders  and 
one  net  worth  and  it  ought  to  have,  that  company,  one  regulator. 
And  really  I  think  the  regulation  is  better  focused  on  the  insured 
institutions  by  an  expert  agency  in  doing  that  than  getting  off  into 
regulating  the  shareholder  interests  at  the  holding  company  level. 

Mr.  Chairman,  if  I  can  stop  there  and  again  thank  you  very 
much  for  holding  a  hearing  that  I  believe  is  very,  very  important. 
And  I  would  strongly  encourage  you  in  your  efforts. 

The  Chairman.  Thank  you. 
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Let  me  just  recognize  Senator  Murray.  Do  you  have  any  com- 
ment that  you  want  to  make,  Senator  Murray  before  we  continue 
with  the  questions? 

OPENING  COMMENTS  BY  SENATOR  PATTY  MURRAY 

Senator  Murray.  Mr.  Chairman,  I  am  just  very  pleased  that  you 
are  holding  this  hearing  today  and  I  apologize  for  my  short  time 
here.  I  am  on  the  Appropriations  Subcommittee  that  is  also  work- 
ing today.  I  wanted  to  tell  you  that  the  issue  of  regulation  is  one 
that  I  hear  everywhere  I  go  in  the  State  of  Washington.  And  the 
concern  about  that  and  how  to  move  forward  and  balance  it  with 
safety  and  soundness  at  the  same  time  is  a  difficult  issue  and  I 
really  appreciate  your  taking  it  on. 

I  had  a  chance  to  glance  a  little  bit  through  the  testimony  and 
see  that  Senator  Proxmire  discussed  accountability  of  regulators 
and  something  I  think — ^feel  very  strongly  about  and  I  appreciate 
your  remarks  on  that. 

I  am  sorry  that  I  did  miss  most  of  the  testimony.  I  did  have  one 
quick  question  that  perhaps  you  could  address  because  I  heard  it 
over  and  over  in  my  State  during  the  August  recess.  I  realize 
you're  touching  on  bigger  issues.  It's  a  small  issue.  But  I  heard 
over  and  over  from  banks  that  they  felt  they  were  at  a  competitive 
disadvantage  because  entities  like  mutual  funds  weren't  held  to 
regulations  like  CRA.  Is  that  an  issue  that  anyone  here  can  com- 
ment on? 

The  Chairman.  It's  a  jump  ball.  Who  would  like  to  go  first? 

Mr.  Breeden.  I  would,  as  the  former  regulator  of  mutual  funds, 
note  that,  (A)  banks  have  felt  that  they  were  at  a  regulatory  dis- 
parity forever.  They  always  complain  about  what  their  competitors 
can  do  and  there's  greener  grass  on  the  other  side  of  the  fence. 
When  they're  offering  to — ^when  they're  making  those  arguments 
they  don't  offer  to  drop  deposit  insurance  for  access  to  the  Fed's 
discount  window  or  the  many  special  advantages  that  banks  have 
in  the  financial  marketplace. 

The  CRA,  without  getting  into  all  the  background  of  how  and 
why  it  was  established,  may  make  perfectly  good  sense  for  banks. 
It  is  a  concept  that  is  utterly  foreign  and  almost  impossible  to  con- 
ceive how  or  whv  it  would  apply  to  mutual  fiinds.  Mutual  funds 
don't  have  a  local  chartering  entity.  They  operate  nationwide.  They 
are  not  local  institutions.  The  shareholders  are  in  every  State.  How 
do  you  say  that  it's  this  community  or  that  one.  It's  everywhere. 

They  are  governed  not  by  a  board  of  directors,  but  by  independ- 
ent outside  directors  in  most  cases.  The  charge  of  those  directors 
is  to  make  investments  100  percent  in  the  sole  interests  of  the 
shareholders,  not  to  get  into  other  forms  of  investing  that  wouldn't 
be  in  the  shareholders'  best  interest. 

So  a  CRA  applied  to  what  is  simply  not  a  separate  institution's 
money.  The  money  in  a  mutual  fund  is  not  Merrill  Lynch's  money, 
it's  not  Fidelity's  money;  it's  the  customer's  money.  And  what  you 
would  essentially  be  doing  if  you  tried  to  extend  CRA  to  mutual 
funds  would  be  expropriating  a  portion  of  the  assets  of  the  share- 
holders. And  that,  I  think,  would  be  very  undesirable. 

So  while  there's  an  easy  intention  to  say  well,  if  we  have  a  law 
in  one  area,  maybe  we  ought  to  apply  it  to  everybody,  but  you  do 
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have  to  look  at  the  differences  in  the  underlying  rationale  for  some 
of  those  laws.  In  a  mutual  fund  you  don't  have  geographic  protec- 
tions, you  don't  have  branching  limitations,  you  don't  have  charter- 
ing, you  don't  have  deposit  insurance,  you  don't  have  a  discount 
window,  you  don't  have  all  the  attributes  that  justified  in  the  view 
of  Congress  asking  banks  to  then  make  some  special  efforts  and 
then  have  some  special  programs  in  their  own  local  area. 

The  Chairman.  Mr.  Heimann,  you  wanted  to  make  a  comment, 
I  think? 

Mr.  Heimann.  Senator  Murray,  this  debate  has  been  one  that's 
building.  I  find  myself  somewhat  in  disagreement  with  Mr. 
Breeden.  I  would  like  to  try  to  put  it  in  a  different  perspective. 

I  am  not  a  commercial  banker.  I  am  speaking  now  with  the  prob- 
lems of  commercial  banks,  so  I  am  not  defending  my  own  industry. 
The  fact  of  the  matter  is  the  commercial  banks  over  the  years  have 
been  at  an  increasingly  competitive  disadvantage  because  of 
changes  in  technology  and  a  host  of  other  external  happenings  that 
have  nothing  to  do  with  the  actions  of  the  Congress  of  the  United 
States  or  of  the  banks  themselves. 

And  Mr.  Breeden  said,  you  know,  that  the  banks  have  always 
been  complaining  about  their  competitive  disadvantage  but  the 
numbers  actually  show  that  if  you  look  at  the  change  in  the  deposit 
structure  of  the  banking  system  and  the  competition  from  nonbank 
financial  institutions,  including  my  own,  to  the  benefit  of  that,  if 
you  will. 

But  I  think  it  goes  a  long  way  to  mix  up  the  two.  The  concept 
that  has  been  put  forth  is  something  I  would  disagree  with  Mr. 
Breeden  on,  this  item,  and  that  is  because  the  banks  have  been  im- 
prisoned, it  doesn't  mean  that  the  way  you  solve  the  problem  is  to 
throw  a  lot  of  other  people  in  prison.  The  way  to  solve  it  is  to  de- 
cide in  terms  of  allocation  of  resources  in  this  country,  which  only 
Congress  can  decide,  of  course,  as  to  how  you  use  these  funds  if  in 
any  way  they  are  directed. 

A  mutual  fund  owner,  it's  his  money,  and  I  would  point  out  that 
a  depositor  in  a  bank,  it's  his  or  her  money.  The  same  situation  ap- 
plies. The  big  difference  has  been  historically  that  commercial 
banks  and  thrifts  have  had  the  benefit  of  deposit  insurance  and 
with  the  benefit  of  access  to  a  payment  system  which  has  not  been 
discussed,  or  the  importance  of  the  payment  system,  and  of  course 
the  discount  window.  These  are  benefits  which  are  paid  for  in  a 
sense  by  the  taxpayer, 

CRA  was  born  for  a  very  good  purpose,  with  which  I  thoroughly 
agreed  at  the  time.  I  was  Comptroller  at  the  time.  Senator  Prox- 
mire  was  very  much  involved.  And  it  was  based  on  the  fact  that 
these  depositors  had — I  mean  these  institutions  had  the  benefit  of 
a  Federal — a  Federal  benefit  in  the  terms  of  the  deposit  insurance 
discount  window. 

I  think  it's  a  very  simplistic  way  that  some  of  the  bankers  are 
talking  about,  put  everybody  in  jail  to  solve  the  competitive  prob- 
lem. I  don't  think  that's  it.  It  has  to  be  rethought,  but  that's  not 
the  way  to  do  it. 

The  Chairman.  You  wanted  to  make  a  comment? 

Mr.  Brimmer.  Yes,  Mr.  Chairman.  Senator,  let  me  say  I  appre- 
ciate the  question.  I  have  seen  the  other  side  of  that.  As  a  part  of 
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the  merger  of  Bank  of  America  and  Security  Pacific,  the  Federal 
Reserve  Board  did  specify  targets  with  respect  to  the  Community 
Reinvestment  Act 

The  Chairman.  Excuse  me.  Could  I  get  you  to  pull  that  mic 
around,  because  I  want  to  make  sure 

Mr.  Brimmer.  I'm  so  sorry. 

The  Chairman.  That's  all  right.  I  just  want  to  make  sure  he  can 
hear  you  so  we  get  the  record  straight. 

Mr.  Brimmer.  I  was  saying,  Mr.  Chairman,  that  I  appreciate  the 
question  the  Senator  raised,  because  of  the  specification  for  some 
of  the  banks  in  Washington  State.  But  we  ought  to  recall  what 
CRA  was  all  about.  It  was  designated  as  Community  Reinvestment 
Act.  It's  really  concerned  with  lending,  not  investment.  It  was 
thought  that  a  number  of  the  depository  institutions  were  redlining 
with  respect  to  draining  funds  out  of  the  community  and  not 
relending  into  the  community,  particularly  in  central  cities.  The 
bill  was  designed  to  assure  that  practice  would  stop.  I  remember 
when  the  Senator  took  the  lead  in  that.  And  when  I  was  at  the 
Federal  Reserve,  we  did  a  lot  of  work  on  this  act  as  well. 

The  question  extends  not  just  to  mutual  funds  but  to  insurance 
companies  and  others.  They  raise  funds  not  in  local  markets  but 
in  the  general  capital  market,  and  they  deploy  those  funds  in  the 
general  economy. 

So  I  believe,  while  the  banks  are  feeling  they  have  differential 
burdens,  this  act  is  not  the  cause  of  them.  I  would  hope  that  mes- 
sage would  be  carried  back  to  them.  I  feel  for  them,  but  they're 
looking  at  the  wrong  target. 

The  Chairman.  Did  anybody  else  want  to  get  in  on  this?  Bill? 

Mr.  Seidman.  Well,  if  I  might,  I  would  like  to  say  that  I  think 
CRA  is  antiquated,  out  of  date,  and  no  longer  ought  to  apply  to  the 
banking  industry  either.  The  banking  industry  is  no  more  local 
than  the  mutual  fund  is.  I  mean,  banks  are  all  over  and  with 
what's  coming  with  interstate  banking,  they  will  become  national 
institutions  in  how  they  reinvest  in  their  community. 

Now,  when  banks  were  required  to  do  this  with  the  lead  of  Sen- 
ator Proxmire,  I  think  it  was  perfectly  applicable.  Banks  were  little 
monopolies.  They  were  screened  off  by  all  the  laws  passed  by  the 
Congress  and  by  the  States  which  really  meant  that  there  was  no 
competition  and  therefore  that's  the  time  when  the  Government 
steps  in  and  says  there's  no  competition  here,  they  must  be  forced 
to  do — I  don't  think  that  applies  any  longer. 

I  was  very  hopeful  in  the  present  administration's  plan  when 
they  came  up  with  the  idea  of  having  special  lending  facilities  for 
inner  cities  and  for  other  areas  where  lending,  let  us  say,  for  social 
purposes  was  desirable.  If  that  be  done  and  it  be  done  with  Grovern- 
ment  and  it  be  done  with  money  from  the  banking  system,  but  that 
it  be  separated  out. 

So  I  would  just  say  to  your  bankers,  the  worst  thing  I  could 
think  they  could  do  would  be  to  try  to  apply  it  to  mutual  funds. 
And  the  best  thing  they  could  do  would  be  to  try  to  get  it  separated 
into  specific  activities  which  would  be  for  social  purposes. 

The  Chairman.  Bill,  do  you  want 

Senator  Proxmire.  Well,  I  would  just  say  the  Community  Rein- 
vestment Act  has  been  a  smash  success.  There's  no  question  about 
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it.  A  book  recently  written  and  one  of  the  best  books  I've  read 
which  goes  into  great  detail  about  how  it's  worked  and  worked 
well. 

But  I  would  like  to  say  this,  having  disagreed  with  my  good 
friend,  Bill  Seidman,  that  I  think  he  has  hit  this  better  than  any 
of  us  have  today,  this  whole  subject.  In  other  words,  he's  said  we 
need  an  independent  agency,  no  conflicting  duties,  and  all  inclu- 
sive. Now  this  is  a  very,  very  tough  formula. 

If  you  have  no  conflicting  duties,  it  seems  to  me  you  take  the  Fed 
out  of  it  completely  and  you  should.  You  take  the  SEC  out  com- 
pletely and  you  should.  These  are  two  marvelous  agencies,  they've 
done  a  great  job.  Both  Andy  Brimmer  and  Dick  Breeden  have  done 
superb  jobs  in  these  areas.  But  they  shouldn't  be  regulating  banks. 

I  think  that  we  need  an  independent  agency  to  regulate  national 
institutions,  period.  That's  what  they  should  be  doing.  And  I  take 
it  that's  what  Bill  Seidman  has  said.  He's  right. 

The  Chairman.  Senator  Murray. 

Senator  Murray.  Well,  I'm  glad  I  didn't  bring  up  a  controversial 
issue. 

[Laughter.] 

But  I  do  have  one  followup  question.  It's  my  understanding  that 
wholesale  U.S.  banks  do  have  to  follow  the  rules  of  CRA  but  whole- 
sale foreign  bank  corporations  do  not.  Is  that  correct?  Are  foreign 
banks  at  an  advantage? 

Mr.  Heimann.  Perhaps  I  can  help  with  that.  It's  not  a  question 
of  foreign  or  nonforeign,  it's  a  question  of  insured  or  not  insured. 
Most  of  the  foreign  banks  in  the  United  States  do  not  take  insured 
deposits.  So  thev  would  not  be  under  the  normal  CRA  require- 
ments. But  if  a  foreign  bank  does  take  insured  deposits,  then  they 
have  the  same  obligation,  CRA  obligation,  as  an  insured  U.S.  com- 
mercial bank. 

Senator  Murray.  So  the  idea  is  if  you're  using  U.S.  insurance, 
then  you  have  to  follow  the  rules  of  CRA? 

Mr.  Heimann.  Yes,  ma'am. 

Senator  Murray.  But  it  does  appear  to  give  foreign  banks  an  ad- 
vantage. 

Mr.  Heimann.  No,  I  think  in  fairness  it  doesn't.  If  they're  not  in- 
sured, they  don't  have  the  benefit  insured — they're  not  taking  in 
deposits  based  on  the  insurance  factor.  And  they  are  then  just  com- 
peting as  an  insured  institution  with  all  the  other  demanders  of 
fund  in  the  marketplace.  So  in  that  sense,  there  is  no  unfair  advan- 
tage. It's  insured  versus  uninsured,  if  I  can  put  it  that  way. 

Senator  Murray.  Thank  you. 

The  Chairman.  Let  me,  if  I  may,  you  wanted  to  add  one  thing 
and  then  I'm  going  to  go  to  a  different  question.  Yes. 

Mr.  Brimmer.  Well,  Mr.  Chairman,  I  wanted  to  go  back  to  the 
question  of  safety  and  soundness  and  the  role  of  the  Federal  Re- 
serve for  a  moment,  if  you  don't  mind. 

The  Chairman.  Please  do. 

Mr.  Brimmer.  I  believe  the — some  of  the  panel  members  are  not 
fullv  appreciating  the  nature  of  safety  and  soundness  that  has 
evolved  in  the  banking  system.  We  are  no  longer  concerned  with 
the  safety  and  soundness  of  an  individual  institution.  We  shouldn't 
be.    That    was    the    focus    of   our    regulatory    concerns    initially. 
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Nowdays,  the  safety  and  soundness  of  an  individual  bank  would 
depend  on  its  capital. 

The  real  question  of  the  exposure  of  the  banking  system  today 
is  the  risk  of  failure  that  is  systemic.  This  is  the  risk  that  the  fail- 
ure of  a  particular  institution  which  participates  in  the  monetary 
process  may  lead  to  difficulties  for  the  system  as  a  whole.  And 
there  are  a  number  of  examples  where  that  has  been  the  real  na- 
ture of  the  problem  these  days.  The  question  is  the  availability  of 
liquidity.  The  Federal  Reserve,  is  the  only  source  of  that  assurance. 
That  is  the  real  protection  for  the  system. 

I  have  gone  into  this  substantially  in  this  article.  I  will  go  back 
to  it  in  detail  if  you  wish.  But  that  is  why  I  believe  the  Federal 
Reserve  ought  to  be  involved  in  this  supervisory  system. 

The  Chairman.  Bill. 

Mr.  SEroMAN.  I  think  we've  proved  that,  you  know,  you  can  take 
the  boy  out  of  the  Fed  or  the  SEC  but  you  can't  take  the  SEC  and 
the  Fed  out  of  the  boy. 

[Laughter.] 

It  seems  to  me  we  have  not  lost  our  turf  instincts  anywhere,  even 
on  this  distinguished  panel. 

I  would  simply  say  in  that  regard  that  one  of  the  great  advan- 
tages of  having  an  independent  agency  was — with  a  board  was  that 
the  Fed  would  be  on  that  board.  And  the  Treasury  would  be  on 
that  board.  And  the  FDIC  would  be  on  that  board.  But  the  board's 
majority,  four  others,  let's  say,  would  be  independent  appointees  of 
the  President,  confirmed  by  the  Senate. 

So  the  idea  that  they  wouldn't  know  what  was  going  on  and  be 
in  the  heart  of  what  was  going  on,  they  would  have  every  right  as 
board  members  to  know  just  as  much  as  they  needed  to  know.  And 
you  could  handle  whatever  problems  there  might  be  and  still  get 
a  coordinated  answer  uninfluenced,  as  Senator  Proxmire  has  said, 
by  other  duties. 

Monetary  policy  may  often  be  contrary  to  bank  regulatory  policy. 
We  dealt  with  the  problems  of  loans  to  foreign  entities  where  the 
Treasury  and  the  Fed  were  making  more  loans  because  these  loans 
were  part  of  our  whole  foreign  policy  problems,  a  part  of  the  inter- 
national financial — ^but  the  bank  regulators'  view  was,  as  a  bank 
regulator,  do  I  want  a  bank  to  make  more  loans  to  somebody  who 
can't  pay  me  back  what  I  have  already  leant  them. 

I  relate  in  my  book  the  first  thing  that  happened  to  me  when  I 
came  into  my  position  was  Secretary  Molford  from  the  Treasury  in- 
viting me  over  to  tell  me  that  I  was  to  tell  my  regulators  that  they 
ought  to  lay  off  these  banks  and  get  them  to  loan  more  money  to 
Mexico.  Now,  I  don't  know  who  was  right  in  the  answer,  but  cer- 
tainly it  wasn't  the  bank  regulators'  duty  to  proceed  in  that  way. 

And  I  think  those  examples  come  time  and  time  again,  and  I 
think  that  is  the  point  that  Senator  Proxmire  and  I  were  agreeing 
on,  the  importance  of  keeping  that  out  of  regulation.  Those  kinds 
of  decisions  can  be  made  through  the  political  process,  but  that's 
not  where  the  regulator  ought  to  be. 

The  Chairman.  Let  me  just  go  back  and  sum  up  here  in  the  in- 
terests of  time  and  collect  what  I  think  we've  been  hearing  today. 

I  have  the  sense  that  each  of  you  think  the  Clinton  administra- 
tion ought  to  make  consolidation  of  the  bank  regulatory  agencies 
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one  of  their  top  priorities  in  the  area  of  reinventing  Government. 
Would  that  be  a  fair  statement?  Can  I  get  a  yes  out  of  each  of  you 
on  that? 

Voices.  Yes. 

The  Chairman.  All  right.  Let  the  record  show  that  we've  got  six 
yeses  on  that  issue.  So  that  certainly  is  some  constructive  advice, 
I  think,  to  the  administration,  who  has  marked  this  out  as  an  area 
now  for  work  in  terms  of  reengineering  Government. 

I  have  the  view,  and  I  wonder  if  you  would  agree  with  this,  that 
given  the  fact  that  they're  prepared  presumably  to  move  in  this 
area,  that  the  fact  that  the  financial  system  is  showing  good  profit- 
ability right  now,  we've  got  a  pretty  good  footing  under  ourselves 
at  the  present  time,  not  all  the  regulatory  positions  have  been 
filled.  Which  I  think  also  makes  it  somewhat  easier  to  undertake 
a  consolidation  because,  once  somebody's  in  there,  they're  going  to 
fight  like  mad  to  protect  the  turf  that  they've  been  put  in  charge 
of.  But  isn't  this,  for  those  reasons,  also  a  good  time  to  undertake 
this  kind  of  regulatory  consolidation? 

Mr.  Seidman.  I  think  it's  also  a  good  time  in  the  beginning  of  an 
administration  to  try  to  get  things  done.  And  this  is  the  ideal  time 
for  you  to  move  ahead  on  this. 

The  Chairman.  Do  you  agree  with  that.  Dr.  Brimmer? 

Mr.  Brimmer.  I  do. 

Mr.  Heimann.  I  agree. 

Mr.  Ryan.  Yes,  indeed. 

Mr.  Breeden.  Yes. 

The  Chairman.  Good.  Thank  you  all. 

Mr.  Seidman,  you've  recounted  a  number  of  examples  of  the  cost 
inefficiencies  of  these  conflicts  in  your  book  and  that's  a  great  pub- 
lic service,  I  might  say,  to  put  them  in  there  and  to  try  to  give  peo- 
ple an  inside  view.  It  comes  back  to  my  mind  a  long  hearing  we 
had  here  one  day  when  we  got  into  a  hair-pulling  issue  between 
regulators  over  a  given  issue,  and  I  think  we  finally  got  it  resolved 
here  but  not  without  an  awful  lot  of  sweat  and  strain  and  in  effect 
to  try  to  force  it  out  in  a  public  process  like  this.  But  can  you  cite 
an  example  of  a  kind  of  costly  inefficiency  that  you've  seen  yourself 
in  sort  of  a  specific  example,  or  maybe  any  of  the  others  can  as 
well,  too? 

Mr.  Heemann.  I  think  one  of  the  best  examples  was  the  fight 
that  the  agencies  got  into  over  what  was  the  appropriate  capital 
standard  for  banks.  Which,  after  all,  is  almost  fundamental  to  the 
whole  bank  regulatory  area.  We  spent  18  months  negotiating  an 
agreement  and  trying  to  find  a  way  to  appease  the  various  agen- 
cies' views. 

We  ultimately  wrote  a  standard  that  on  its  face,  per  se,  made  no 
sense.  We  said  the  standard  would  be  3  percent  for  any  banks  that 
were  rated  as  number  one  banks.  And  that  was  because  the  OCC 
wanted  3  percent  and  the  rest  of  us  wanted  a  higher  percent.  So 
we  agreed  on  3  percent,  but  only  for  number  one  rated  banks,  and 
there  are  no  number  one  rated  banks  with  3  percent  capital. 

So  I  mean,  that  is  sort  of  an  example.  That  took  18  months  and 
thousands  of  hours  and  each  agency  has  its  own  group  of  the 
nastiest  people  they  can  find  who  are  on  their  regulatory  turf 
squads.  You  send  these  people  into  battle  and  they  come  back. 
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Over  a  long  period  of  time,  there  were  just  thousands  of  hours 
taken  up,  and  we  finally  came  up  with  that  compromise  which  sim- 
ply illustrates,  I  think,  how  badly  the  system  is  working,  how  cost- 
ly it  is.  While  it's  funny,  for  bankers  out  there  for  18  months  they 
don't  know  what  the  capital  standards  are,  and  they  watched  their 
regulators  go  through  this  and  it  sort  of  destroys  faith  in  the  whole 
system. 

The  Chairman.  John, 

Mr.  Heimann.  I  think  we  have  to  look  at  the  cost  from  two  points 
of  view.  One,  from  the  cost  of  the  examiners  themselves  and  the 
infrastructure  battles,  internecine  warfare  that  does  go  on,  but  also 
the  costs  on  the  part  of  the  banks,  again  which  gets  translated  to 
the  consumer  one  way  or  another. 

If  you  think  of  what  happens  in  a  bank  or  a  bank  holding  com- 
pany in  terms  of  the  number  of  exams  from  different  entities  for 
people  they  have  to  deal  with  and  provide  information  and  answer 
questions,  it's  something  of  a  horror  show. 

I  mean,  first  of  all,  every  bank  has  its  accountants,  its  auditors. 
It  has  to  deal  with  its  auditors.  Then  in  come  the  examiners.  Now 
it  depends  on  how  the  bank  is  chartered  who  the  examiners  are. 
If  it's  State  chartered,  do  they  have  both  State  examiners  coming 
in  as  well  as  the  FDIC  coming  in,  and  including  the  Federal  Re- 
serve if  it's  a  holding  company. 

So  the  costs  are  not  only  the  direct  costs  of  the  examination  proc- 
ess itself,  but  the  extraordinary  human  costs  of  time  that  is  borne 
by  the  agencies  being  supervised  and  regulated.  So  it's  more  than 
the  direct  cost  of  the  examiners,  it's  the  total  cost  to  the  system  as 
a  whole. 

The  Chairman.  Now,  am  I  right  in  thinking,  based  on  what  I've 
heard  all  of  you  saying,  that  if  you  take  it  down  to  the  consumer 
level,  people  who  are  actually  going  to  use  banking  services,  that 
the  consumer  would  be  better  off  with  the  consolidation,  would 
they  not? 

What's  your  view.  Senator  Proxmire? 

Senator  Proxmire.  Absolutely.  No  question  about  it.  The  cost 
would  be  less  and  that  would  certainly  benefit  the  consumer. 

The  Chairman.  And  you  would  agree  with  that,  Mr.  Heimann? 

Mr.  Heimann.  Yes,  sir. 

Senator  Proxmire.  See,  then  you'd  have  greater  safety.  The  tax- 
payer would  benefit. 

The  Chairman.  Mr.  Brimmer,  do  you  agree  with  that? 

Mr.  Brimmer.  I  do. 

The  Chairman.  And  Tim  Ryan? 

Mr.  Ryan.  I  do. 

The  Chairman.  Mr.  Breeden? 

Mr.  Breeden.  Yes,  I  do.  Senator.  As  I  said,  the  SEC  is — look  at 
our  side  in  the  fence  in  the  capital  market,  run  such  a  system.  And 
I  think  it's  not  just  a  matter  of  conjecture  but  the  fact  is  that  you 
can  run  a  system  that  is  both  more  effective  and  less  costly  when 
you  don't  have  that  fragmentation. 

The  Chairman.  Let  me  ask  you  then  finally  on  safety  and  sound- 
ness we've  decided  that  it's  a  more  efficient  way,  it's  a  less  expen- 
sive way,  the  consumers  are  better  off,  the  banks  themselves  are 
in  a  better  condition  because  they  are  not  constantly  faced  with  the 
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conflicting  signals  and  the  revolving  door  of  different  regulators 
coming  through. 

I  want  to  go  to  the  safety  and  soundness  issue  and  I  think  you 
were  touching  on  that,  Senator  Proxmire.  Do  I  take  it  that  it's  your 
view  that  if  we  had  an  independent  consolidated  structure  of  this 
kind  that  that  would  likely  give  us  a  safer  and  sounder  financial 
system  as  well? 

Senator  Proxmire.  Absolutely.  One  reason  for  it,  of  course,  is  be- 
cause when  you  have  competition  and  laxity,  that's  what  it  means. 
It  means  that  the  people  who  determine  capital,  for  example,  that 
you  require  are  going  to  be  trying  to  satisfy  their  constituents,  the 
people  they  regulate.  And  that's  a  formula  for  enfeebling  your  safe- 
ty and  soundness.  The  regulator  ought  to  have  no  competition  in 
being  tough,  tough  enough  to  provide  protection  for  the  American 
taxpayer,  for  instance,  if  we  have  deposit  insurance. 

The  Chairman.  Do  you  agree  with  that,  Mr.  Seidman? 

Mr.  Seidman.  I  think  we  would  have  a  better  system.  I  think  it 
will  improve  profitability  of  the  banks  and  that's  an  important  part 
of  having  a  safer  and  sounder  system. 

The  Chairman.  Well,  and  I  think  too,  we  haven't  talked  about  it 
today,  but  to  the  extent  we  get  rid  of  excessive  cost,  it's  out  in  the 
system  now  borne  either  by  the  consumer  or  by  the  bank.  And  you 
have  that  money  to  work  with.  Presumably  some  of  that  is  going 
to  make  its  way  into  additional  loans. 

You  know,  we've  got  a  problem  now  where  we  need  more  job  cre- 
ation and  we  need  more  loans  being  made,  good  loans,  and  to  the 
extent  that  we  free  up  any  capital  it  doesn't  have  to  go  for  unneces- 
sary regulatory  overlap  and  duplication.  To  the  extent  that  any  of 
that  money  is  lent  out  to  somebody  that  creates  a  job,  there's  an 
economic  lift  factor  there  as  well,  do  you  think  we'd  get  a  stronger 
and  safer  system,  Mr.  Brimmer? 

Mr.  Brimmer.  I  think  we  would,  Mr.  Chairman,  but  not  simply 
because  the  cost  of  administration  would  go  down,  but  because  we 
should  end  up  with  a  better  assessment  of  risk.  The  real  problem 
is  exposure. 

The  Chairman.  You're  getting  nods  from  two  of  your  colleagues 
down  here.  I  see  Richard  Breeden  and  Richard  Heimann  both 
agreeing  with  you. 

Mr.  Brimmer.  In  my  testimony  and  in  this  article  I  describe  in 
greater  detail  some  of  the  consequences  of  this  differential  assess- 
ment of  risk.  And  it  ends  up  with  some  number  of  cases  where  the 
required  set-asides  and  reserves  are  substantial,  because  these  dif- 
ferent institutions  with  diverse  supervisors  have  ended  up  with  a 
quite  varied  assessment. 

So  essentially  a  single  institution  should  resolve  that,  and  we 
should  end  up  with  a  more  safe  set  of  institutions. 

The  Chairman.  Let  me  summarize  what  I  think  we've  heard 
here  this  morning.  I  think  we're  at  a  point  where  we  have  got  a 
good  solid  record  based  on  the  statements  that  each  of  you  have 
made.  It's  clear  that  there  is  a  general  agreement  that  it's  time  to 
consolidate  the  financial  service  regulatory  agencies,  that  that's 
long  overdue,  that  it's  badly  needed.  The  current  system  is  out- 
dated, it's  outmoded.  The  consolidation  would  benefit  consumers. 
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would  benefit  the  industry,  and  result  in  a  safer  and  sounder  finan- 
cial services  system. 

I  have  also  heard  you  say,  and  I  agree,  that  it  ought  to  be  a  top 
priority  of  the  administration  under  the  heading  of  reinventing 
Government  and  reengineering  the  process.  This  is  precisely  the 
kind  of  issue  that  fits  that  purpose.  This  is  a  perfect  case  where 
it  can  be  done  and  particularly  at  a  time  when  profitability  out  in 
the  system  is  strong,  we've  got  a  new  administration,  we've  got  va- 
cancies in  the  regulatory  agencies,  and  I  think  this  is  the  time  to 
tackle  consolidation. 

I  am  going  to  take  this  transcript  and  send  it  over  to  Vice  Presi- 
dent Gore,  President  Clinton,  and  to  the  Secretary  of  the  Treasury 
because  I  want  to  have  them  have  the  advantage  of  getting  this 
composite  view.  It's  rare  that  we're  able  to  cross-relate  so  many  ex- 
pert witnesses  who  have  come  off  the  line  of  fire  here  and  can 
speak  in  the  first  person. 

I  was  struck  by  your  observation,  Dr.  Brimmer,  that  you've  seen 
it  fr-om  both  sides  of  the  table,  having  left  the  Fed  and  now  being 
on  the  receiving  end  rather  than  the  dishing  it  out  end.  I  think  the 
record  we  have  is  very  solid.  And  it  ought  to  give  them,  the  admin- 
istration, the  basis  upon  deciding  to  move  ahead  in  this  area  and 
challenge  the  bureaucracy  and  the  status  quo,  sort  of  turf  conscious 
reflex  that  is  out  there  all  the  time  and  will  be  in  this  instance. 

But  I  think  by  working  together,  if  we  take  the  good  advice 
you've  given  us  today,  the  legislative  proposals  we  have  on  the 
table  and  we  work  with  the  new  administration,  I  think  we  can 
come  up  with  a  mutually  acceptable  proposal.  I  would  like  to  get 
your  reactions  as  we  go  along  in  that  process  so  we  can  adjust  it 
as  need  be.  And  I  would  like  to  get  this  enacted  into  law  sometime 
between  now  and  the  time  we  adjourn  next  year.  In  other  words, 
in  this  session  of  Congress. 

I  think  this  is  an  achievable  goal,  not  a  simple  one,  because  we 
are  going  to  run  into  the  obstacles  we've  seen  before.  But  if  there 
was  ever  a  time  that  was  right  to  get  it  done,  it  seems  to  me  it's 
now.  You've  provided  the  basis  of  reasons  in  terms  of  your  expert 
testimony  as  to  why  it  should  be  done  and  I  appreciate  that  and 
we'll  move  ahead  to  see  if  we  can't  do  it. 

Thank  you  all  very  much. 

The  committee  stands  in  recess. 

[Whereupon,  at  12  p.m.,  the  hearing  was  adjourned.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follow:] 
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STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

The  subject  before  the  committee  today,  regulatory  consolidation,  is  an  extremely 
important  one.  At  the  outset,  I  want  to  congratulate  the  Chairman  for  bringing  this 
issue  before  the  committee.  Given  that  Vice  President  Gore  has  just  released  his  re- 
port on  "Reinventing  Government,"  this  hearing  is  very  timely. 

There  is  no  question  that  our  system  of  financial  regulation  needs  reinventing. 
Just  listing  the  initials— FRB,  OCC,  FDIC,  OTS,  and  on  and  on  and  on— illustrates 
the  degree  of  overlap  involved.  And  the  overlap  does  not  just  lead  to  inefficiency  and 
excess  costs,  it  also  impairs  the  ability  of  our  regulatory  system  to  adopt  to  fast 
moving  changes  in  our  financial  markets.  It  leads  to  unnecessary  regulatory  bur- 
dens that  actually  retards  the  ability  of  many  market  participants  to  respond  to 
changes  in  our  economy  and  in  financial  services  markets. 

As  the  Chairman  of  the  Chicago  Mercantile  Exchange,  Jack  Sandner,  told  this 
committee:  "No  one  quarrels  with  the  fact  that  regulation  really  isn't  meeting  the 
needs  of  the  financial  services  industry.  [The  current  system  is]  an  expensive  mo- 
rass of  duplication  and  inefiiciency.  Regulatory  reform  is  necessary  if  the  U.S.  is 
going  to  stay  competitive  in  the  global  market.  Reform  is  long  overdue." 

If  anjdhing,  I  think  Jack  Sandner  understated  the  importance  of  reform  and  the 
need  for  action.  The  system  we  have  hurts  our  economy,  and  may  actually  make 
our  financial  system  riskier  than  it  should  be. 

We  have  a  particularly  good  group  of  witnesses  before  us  this  morning.  I  look  for- 
ward to  reviewing  their  recommendations  for  change,  and  to  their  advice  on  how 
to  accomplish  the  needed  change. 


STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Mr.  Chairman,  I  commend  you  for  convening  today's  hearing  to  discuss  the  con- 
solidation of  the  regulatory  system  for  depository  institutions.  I  also  join  you  in  wel- 
coming to  the  Committee  so  many  distinguished  and  expert  witnesses. 

The  Administration  and  this  Committee  have  recently  been  focusing  on  ways  to 
reduce  the  bloated  government.  Last  week.  Vice  President  Gore  released  the  Na- 
tional Performance  Review's  report  of  its  six  month  study  on  government  waste  and 
bureaucracy.  The  President  and  Vice  President  noted  in  the  Report  that  their  twin 
missions  were  to  "make  government  work  better  and  cost  less. ' 

The  purpose  of  this  hearing  is  certainly  consistent  with  these  Administration 
goals  and  a  bipartisan  desire  to  improve  government.  The  regulatory  system  for  de- 
pository institutions  has  developed  into  a  morass  of  often  conflicting  regulations  and 
overlapping  requirements.  Indeed,  some  institutions  have  reported  that  they  are 
subject  to  an  almost  revolving  door  of  examiners.  Depository  institutions  must  also 
pay  substantial  fees  for  often  unnecessary  and  inefficient  regulation. 

I  commend  you,  Mr.  Chairman,  for  your  longstanding  interest  and  leadership  in 
coming  up  with  a  significant  way  to  make  the  regulation  of  banks  and  thrifts  work 
better  and  cost  less.  As  my  colleagues  know,  the  Chairman  intends  to  make  regu- 
latory consolidation  a  priority  for  this  Committee.  I  share  this  objective  and  I  look 
forward  to  working  with  him  on  developing  a  legislative  proposal  that  will  help  re- 
duce the  size  of  the  bureaucracy,  and  streamline  regulation,  while  promoting  overall 
regulatory  effectiveness. 

I  am  certain  that,  together  with  the  other  Members  of  this  Committee,  we  can 
find  a  way  to  encourage  the  government  to  shrink  in  size  without  drastic  starvation 
measures. 

In  developing  legislation,  however,  this  Committee  should  remain  sensitive  to  the 
needs  of  the  States  and  work  to  maintain  the  effectiveness  of  the  dual  banking  sys- 
tem. 

The  Chairman  is  right  on  the  mark  and  offers  the  Committee  an  excellent  oppor- 
tunity this  morning  to  discuss  with  knowledgeable  and  experienced  witnesses  pro- 
posals to  reduce  overregulation. 

Thank  you,  Mr.  Chairman. 


STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Thank  you  Mr.  Chairman.  I  want  to  commend  you  for  holding  this  hearing.  Fall- 
ing on  the  heels  of  last  week's  release  of  Vice  President  Gore's  Reinventing  Govern- 
ment Proposal,  it  is  uniquely  appropriate  to  explore  regulatory  consolidation  propos- 
als. 
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For  more  than  forty  years,  serious  thought  has  been  given  to  resigning  and  con- 
solidating the  regulatory  structure  of  our  financial  services  industry.  As  the  line  be- 
tween banks,  thrifts,  and  other  financial  institutions  increasingly  blurs,  the  need  for 
these  changes  is  more  important  now  than  ever  before. 

Most  of  our  major  Federal  agencies  charged  with  overseeing  banks  and  thrifts  are 
byproducts  of  earlier  decades.  Technological  innovations  and  the  development  of 
new  products  have  revolutionized  the  financial  services  industry,  dramatically  in- 
creased competition,  and  blurred  the  lines  between  services  offered.  These  and  other 
changes  have  broken  down  the  once  well-defined  categories  of  national  banks.  State 
chartered  banks,  thrifts  and  greatly  reduced  the  need  Tor  separate  regulatory  bodies. 

The  OCC,  FDIC,  OTS,  FED,  and  other  members  forming  the  ABCs  of  regulatory 
agencies  have  done  much  to  absorb  the  glut  of  Washington  attorneys,  but  they  have 
done  little  to  contribute  to  the  efficiency  of  agency  regulation  ana  oversight.  Over- 
lapping regulatory  jurisdiction  all  too  frequently  yields  unwieldy  decision-making, 
conflicting  interpretations,  reduced  accountability  and  industry  confusion.  While  the 
cost  of  duplicative  services  increases,  effective  oversight  of  the  industry  sufTers  as 
regulators  bump  into  one  another. 

The  recent  recommendations  of  the  National  Commission  on  Financial  Institution 
Reforrn,  Recovery,  and  Enforcement  add  one  more  voice  to  the  chorus  of  sunport  for 
consoliaation.  We  must  work  together  to  streamline  administration,  reduce  bureauc- 
racy, and  put  the  Government  to  work  more  efiiciently  in  performing  vital  services. 

I  am  delighted  to  see  several  witnesses  here  today  who  nave  much  experience  on 
this  subject.  Senator  William  Proxmire,  the  distinguished  former  Chairman  of  this 
committee  provided  able  leadership  on  these  and  other  issues  and  was  responsible 
for  guiding  this  committee  through  critical  times. 

I  am  also  pleased  to  see  former  SEC  Chairman  Richard  Brccden.  Mr.  Breeden 
was  staff  director  of  then  Vice  President  Bush's  Task  Group  on  Regulation  of  Finan- 
cial Services.  But  he  also  may  have  a  lot  to  say  about  his  more  recent  experiences 
at  the  SEC. 

Consolidation  efforts  will  have  the  added  benefit  of  reducing  credit  crunch  difficul- 
ties plaguing  Connecticut  and  the  rest  of  the  Nation  By  eliminating  duplication  and 
waste,  we  can  enable  banks  to  stop  paying  the  lawyer,  and  start  making  loans. 
Every  dollar  saved  is  a  dollar  that  can  be  used  to  make  loans  and  reduce  the  credit 
squeeze. 

The  Nation  will  benefit  if  we  consolidate  outdated  regulatory  structures,  modern- 
ize our  banking  industry,  and  attack  the  credit  crunch.  I  look  forward  to  working 
with  my  colleagues  in  the  days  ahead  to  accomplish  these  goals.  And  I  want  to 
thank  you  again.  Mr.  Chairman,  for  your  leadership  in  bringing  these  issues  to  the 
Committee's  attention  today. 


TESTIMONY  OF  SENATOR  WILLIAM  PROXMIRE 

Mr.  Chairman  and  Members  of  the  Committee,  I  am  pleased  to  appear  today  to 
discuss  the  consolidation  of  our  financial  regulatory  agencies.  There  is  no  other 
issue  more  important  to  the  health  of  our  financial  system. 

During  my  years  as  Chairman  of  this  Committee,  my  job  was  to  oversee  the  ac- 
tions of  our  financial  regulators,  some  of  whom  are  at  this  table.  For  the  most  part, 
they  were  able  and  hard  working  individuals.  But  they  were  also  strong  willed  and 
had  a  tendency  to  go  ofT  in  difierent  directions.  I  had  a  hard  time  then  making  sense 
out  of  our  complex  system  of  financial  regulation.  I  have  an  even  harder  time  today. 
We  have  the  most  bizarre  and  tangled  financial  regulatory  system  in  the  world.  It 
never  ceases  to  amaze  me  that  it  has  lasted  this  long. 

Imagine  for  a  moment  that  we  had  seven  separate  and  distinct  Federal  agencies 
for  regulating  airline  safety.  Imagine  further  the  public  outcry  that  would  arise  fol- 
lowing a  series  of  spectacular  air  crashes  while  the  seven  regulators  bickered  among 
themselves  on  who  was  to  blame  and  what  was  the  best  way  to  prevent  future 
crashes.  There  is  no  doubt  in  my  mind  that  the  public  would  demand  and  get  a  sin- 
gle regulator.  There  is  a  growing  consensus  among  experts  that  our  divided  regu- 
latory system  is  a  major  part  of  the  problem. 

There  are  many  reasons  for  consolidating  financial  regulation,  but  most  of  them 
boil  down  to  achieving  better  performance.  As  long  as  authority  is  divided  among 
several  agencies,  the  regulators  will  spend  too  much  of  their  time  and  energy  wag- 
ing turf  battles  and  not  enough  on  keeping  up  with  the  rapidly  changing  character 
of  our  financial  systems. 

As  you  know,  Mr.  Chairman,  I  introduced  legislation  during  the  1970's  to  consoli- 
date the  three  bank  regulatory  agencies  into  a  single  and  independent  Federal 
Banking  Commission.  All  three  of  the  existing  agencies  vehemently  opposed  the  leg- 
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islation  in  public.  But  in  private,  each  agency  let  it  be  known  that  consolidation 
would  not  be  such  a  bad  idea  provided  it  could  assume  the  powers  of  the  other  two. 

The  major  banking  trade  associations  also  strongly  opposed  regulatory  consolida- 
tion. They  clearly  preferred  the  system  which  Arthur  Burns  once  called  'competition 
in  laxity."  Bankers  believed  that  with  the  ability  to  divide  and  conquer,  they  could 
play  on  one  regulator  against  the  other,  thereby  avoiding  what  they  regarded  as 
overly  restrictive  regulation. 

The  combined  opposition  of  the  regulatory  agencies  and  trade  groups  doomed  pre- 
vious attempts  at  consolidation.  However,  I  believe  the  politics  of  the  issue  is  rap- 
idly changing.  The  opposition  to  consolidation  is  no  longer  as  entrenched  as  it  once 
was. 

First  of  all,  many  bankers  have  learned  that  there  is  a  direct  link  between  weak 
regulation,  bank  failures  and  the  cost  of  deposit  insurance.  Premiums  are  now  five 
time  greater  than  they  were  just  a  few  years  ago.  Conservatively  managed  banks 
and  thrifts  are  today  pa3ang  through  the  nose  for  the  misdeeds  of  their  incompetent 
competitors.  These  bankers  clearly  have  a  new  appreciation  of  the  need  for  prudent 
regulation.  As  a  result,  there  is  no  longer  the  same  blind  devotion  to  the  "divide 
and  conquer"  system  that  prevailed  over  the  last  several  decades. 

Also,  many  bankers  have  come  to  realize  that  while  a  divided  regulatory  system 
may  promote  competition  in  laxity,  it  can  also  on  occasion  lead  to  precisely  the  oppo- 
site result.  For  example,  in  the  wake  of  the  thrift  debacle,  many  bankers  feel  that 
"competition  is  laxity"  has  been  replaced  by  "competition  in  severity."  It  has  been 
alleged  that  many  examiners  have  over  reacted  to  the  thrift  debacle  by  imposing 
rigid  and  unrealistic  standards.  Most  of  the  stories  about  examiners  suddenly  be- 
coming too  strict  are  no  doubt  exaggerations.  But  there  does  seem  to  be  at  least 
some  validity  to  these  complaints. 

It  has  been  my  experience  that  bankers  will  always  grumble  about  regulation  no 
matter  what  the  climate.  But  it  has  also  been  my  experience  that  most  bankers 
strongly  prefer  stable  and  predictable  regulation  compared  to  a  system  that  lurches 
from  one  extreme  to  the  other  depending  upon  the  prevailing  political  winds  blowing 
in  Washington. 

We  have  also  heard  much  about  the  alleged  regulatory  burden  stemming  from  fi- 
nancial safety  and  consumer  protection  laws  passed  by  the  Congress.  However,  most 
of  this  alleged  burden  results  not  from  the  laws  themselves  but  from  the  way  they 
are  administered.  When  four  or  five  agencies  issue  conflicting  and  inconsistent  regu- 
lations to  implement  the  same  law,  it  is  no  wonder  that  bankers  become  angry,  es- 
pecially when  they  perceive  their  competitors  may  be  getting  a  competitive  edge 
from  their  separate  and  friendlier  regulator.  Bankers  also  become  angry  when  regu- 
lations or  repealing  regulations  are  delayed  because  the  regulators  cannot  agree 
among  themselves  on  how  to  implement  the  new  laws.  Prolonged  uncertainty  over 
what  the  regulators  might  do  generates  massive  discontent  among  the  regulatees. 

Some  have  suggested  the  laws  themselves  should  be  repealed  or  substantially 
modified.  I  urge  the  Congress  to  resist  these  pressures.  Instead,  the  Congress  should 
consolidate  the  regulatory  agencies.  I  believe  at  least  90  percent  of  the  complaints 
about  the  so-called  regulatory  burden  would  be  alleviated  through  a  more  stream- 
lined and  focused  regulatory  system. 

Regulators  and  bankers  have  also  complained  that  the  FDIC  Improvement  Act 
and  other  recent  banking  legislation  is  too  specific  and  does  not  leave  the  regulators 
with  enough  discretionary  judgment.  However,  when  regulation  is  divided  among 
several  agencies,  the  Congress  has  no  one  to  hold  accountable  if  something  goes 
wrong.  Each  regulator  can  blame  the  other  agencies.  With  no  one  ultimately  ac- 
countable, the  Congress  has  no  real  choice  but  to  specify  in  considerable  detail  ex- 
actly how  it  wants  its  laws  to  be  administered. 

On  the  other  hand,  if  regulation  were  to  be  consolidated  into  a  single  agency,  the 
Congress  would  know  exactly  who  to  hold  accountable.  As  a  result,  the  Congress 
could  afford  to  delegate  more  discretionary  authority  to  the  regulator.  The  constitu- 
ency for  regulatory  consolidation  could  thus  be  further  enhanced  if  it  were  linked 
to  greater  supervisory  discretion. 

Finally,  I  would  like  to  stress  the  need  not  only  for  a  consolidated  financial  regu- 
latory agency,  but  one  that  is  nonpolitical  and  independent.  There  is  too  much  dan- 
ger that  a  regulatory  system  under  the  control  of  White  House  will  be  subjected  to 
political  pressures  no  matter  which  political  party  may  be  in  power.  It  is  crucial  that 
the  enormous  discretionaiy  authority  delegated  to  a  bank  regulatory  agency  be  exer- 
cised fairly  and  impartially  without  even  the  hint  of  political  favoritism.  Therefore 
I  would  urge  that  financial  regulation  be  handled  by  a  multi-member  board  whose 
members  serve  for  fixed  terms  and  where  no  political  party  has  a  majority  of  the 
seats. 
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Mr.  Chairman,  I  should  like  to  add  the  recommendation  that  at  an  absolute  mini- 
mum the  Congress  consolidate  the  bank  regulatory  functions  of  the  Comptroller  of 
the  Currency,  the  Federal  Reserve  Board  and  the  FDIC  in  the  single  agency.  This 
is  what  I  proposed  in  my  original  bill.  In  view  of  developments  since  that  time,  the 
minimum  consolidation  of  bank  regulation  should  also  include  the  bank  regulating 
functions  of  these  three  agencies  and  the  OfTice  of  Thrill  Supervision. 

In  addition,  I  would  personally  favor  including  in  the  authority  of  the  new  regu- 
lator the  financial  institution  regulating  functions  of  the  SEC,  the  Commodities  Fu- 
tures Trading  Commission  and  the  National  Credit  Union  Administration. 

The  result  would  be  a  true  and  comprehensive  consolidation  of  the  regulation  of 
our  financial  institutions. 

Mr.  Chairman,  I  thank  you  for  the  opportunity  to  express  my  views. 


TESTIMONY  OF  CHAIRMAN  HENRY  B.  GONZALEZ 

Thank  you  Chairman  Riegle  for  holding  this  important  hearing  on  bank  regu- 
latory consolidation.  Like  you,  I  have  long  advocated  the  need  to  consolidate  our 
fragmented  and  inefficient  banking  regulatory  system  into  a  single  independent  reg- 
ulator. 

Our  current  system  of  regulation  operates  like  a  Hydra-headed  monster,  with  its 
many  heads  flailing  around,  each  witn  a  mind  of  its  own,  and  indifferent  to  the  ac- 
tivities of  the  other.  Certainly,  no  rational  person  would  have  ever  designed  such 
a  system  for  regulating  the  Nation's  banks  and  thrifts. 

Rather,  the  current  system  has  evolved  over  time  as  new  agencies  were  estab- 
lished to  meet  new  needs,  but  without  recognition  that  coordination  was  needed. 
Each  piece  was  added  without  any  consideration  given  to  what  the  whole  would  look 
like  or  how  it  would  function. 

The  Office  of  the  Comptroller  of  the  Currency,  which  regulates  national  banks, 
was  established  in  1863  to  help  finance  the  Civil  War.  The  Federal  Reserve  System, 
which  regulates  State-chartered  member  banks,  was  established  in  1913  as  the  Na- 
tion's central  bank  to  carryout  monetary  policy.  The  Federal  Deposit  Insurance  Cor- 
poration, which  regulated  State-chartered  nonmember  banks,  was  established  in 
1933  to  insure  deposits  up  to  $2,500  against  bank  failures.  And  the  Federal  Home 
Loan  Bank  System,  which  regulated  savings  and  loans  prior  to  the  creation  of  the 
Office  of  Thrift  Supervision,  was  established  in  1932  to  provide  credit  to  thrifts  for 
the  financing  of  home  ownership.  Ironically,  each  of  these  agencies'  original  primary 
mission  was  not  regulatory. 

Today,  our  financial  services  industries  cannot  exist  as  closed  monoliths,  and  the 
lines  separating  each  are  disappearing  fast.  Meanwhile,  the  regulatory  framework 
remains  completely  out  of  step  with  the  new  realities  of  the  market. 

Consolidation  of  the  regulatory  functions  of  these  four  agencies  into  a  single  inde- 
pendent regulator  would  result  in  many  benefits.  For  example,  consolidation  would 
result  in  more  uniform  and  efi"ective  regulation.  The  regulatory  agencies  often  pro- 
mulgate regulations  which  give  different  interpretations  of  the  same  law.  This  also 
results  in  regulator  shopping  by  anyone  considering  establishing  a  new  bank  or 
chanmng  charters.  And,  unfortunately,  the  efforts  of  the  Federal  Financial  Institu- 
tions Examination  Council  have  proven  to  be  an  inefiiective  stopgap  measure. 

Additionally,  consolidation  would  result  in  more  economical  and  efficient  regula- 
tion, since  many  of  the  existing  forms  of  duplication  would  be  eliminated.  Just  as 
in  the  recent  mergers  of  large  Ijanking  organizations,  consolidation  would  produce 
significant  savings  in  all  areas  of  overhead,  such  as  computer  systems  and  office  fa- 
cilities. 

Regulatory  consolidation  has  been  the  subject  of  many  studies  and  proposals  since 
1919,  when  legislation  was  first  introduced  to  establish  a  single  regulator  by  merg- 
ing the  OCC  and  the  Fed.  Senator  William  Proxmire,  who  is  here  today,  contributed 
significantly  to  the  efibrt  during  his  tenure  in  the  Senate. 

During  the  last  Congress  we  again  attempted  to  deal  with  the  issue  as  part  of 
the  1991  banking  bill,  but  to  no  avail.  Part  of  the  problem  has  been  the  manner 
in  which  the  agencies  have  jealously  fought  to  protect  their  turf,  without  regard  for 
sound  public  policy. 

However,  with  the  current  Administration's  emphasis  on  efficiency  in  government, 
we  have  an  opportunity  to  finally  achieve  some  common  sense  in  bank  and  thrift 
regulation.  I  have  introduced,  H.R.  1214,  the  Regulatory  Consolidation  Act  of  1993, 
which  would  create  a  single  regulator  for  banks,  thrifts,  and  their  holding  connpa- 
nies.  The  Federal  Reserve  woula  be  free  to  focus  on  monetary  policy,  and  the  FDIC 
would  be  free  to  administer  the  deposit  insurance  program. 
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I  believe  that  this  approach  makes  the  most  sense.  Some  have  advocated  the  lim- 
ited approach  of  just  merging  the  OTS  and  the  OCC,  since  they  are  already  agencies 
within  the  Treasury  Department.  However,  what  few  benefits  might  accrue  are 
hardly  worth  the  effort.  If  we  were  to  set  up  a  regulatory  framework  today  from 
scratch,  I  think  we  would  all  prefer  a  single  regulator  format,  so  I  hope  we  do  not 
settle  for  anything  less. 

Finally,  Mr.  Chairman,  I  should  emphasize  the  point  that  the  single  regulator 
should  be  established  as  independent  from  executive  branch  control.  This  is  nec- 
essary to  prevent  any  real  or  perceived  election  year  pressures  from  whichever  party 
is  in  the  White  House  to  use  tne  power  of  these  agencies  for  political  purposes. 

I  congratulate  you  for  holding  this  hearing  and  look  forward  to  working  with  you 
and  the  Committee  to  enact  regulatory  consolidation  legislation. 


TESTIMONY  OF  L.  WILLIAM  SEIDMAN 

Since  leaving  my  post  as  Chairman  of  the  FDIC,  I  have  resisted  invitations  to  ap- 
pear before  the  Congress.  However,  I  could  not  resist  your  kind  invitation  to  appear 
today  to  express  my  enthusiasm  for  banking  regulatory  reform.  If  one  wants  to  talk 
about  "reinventing  government,"  one  doesn  t  have  to  be  a  Thomas  Edison  to  recog- 
nize that  this  is  an  obvious  place  to  start. 

To  reiterate  testimony  previously  given  by  me  before  I  left  office,  regulatory  re- 
structure is  necessary  for  the  following  reasons: 

— To  simplify  the  system  and  make  its  regulations  uniform; 

— To  make  it  more  effective  and  efficient; 

— To  make  it  operate  on  a  timely  basis; 

— To  make  our  financial  system  more  competitive;  and 

— To  reduce  frustration  and  the  resultant  consumption  of  stomach  pills. 

Several  principles  should  guide  any  effort  to  improve  the  regulatory  structure. 

First,  and  most  important,  experience  indicates  that  the  independence  of  financial 
regulators  and  insurers  is  essential  to  supervising  the  financial  system. 

Second,  banking  supervisors  should  be  free  from  conflicts  that  may  arise  if  they 
are  responsible  for  otner  important  functions  and  objectives,  such  as  monetary  pol- 
icy, international  economic  stability,  and  revenue  production. 

Third,  the  regulatory  structure  should  be  as  simple  as  possible. 

Fourth,  any  reform  should  insure  that  decisions  can  be  reached  binding  all  regu- 
lators to  uniform  rules. 

Fifth,  reform  must  be  designed  to  eliminate  potential  turf  battles. 

Last,  the  dual  banking  system  should  be  preserved.  This  system,  which  has 
served  our  country  well  by  fostering  financial  innovation,  should  not  be  a  casualty 
of  efforts  to  realign  regulatory  responsibilities. 

Following  these  principles  it  would  appear  that  a  bill  containing  Chairman  Gon- 
zalez' proposal  to  create  a  Federal  Depository  Institutions  Regulatory  Agency 
(FDERA)  would  be  a  most  desirable  model  for  reform. 

In  this  model,  all  regulatory  and  supervisory  functions  over  insured  institutions 
and  their  holding  companies  currently  vested  in  the  Comptroller  of  the  Currency, 
the  Federal  Reserve  Board,  the  Office  of  Thrift  Supervision,  the  National  Credit 
Union  Administration,  and  the  FDIC  would  be  transferred  to  FDIRA.  The  FDIC 
would  be  an  independent  insurer  of  all  insured  institutions. 

Such  an  agency's  Board  of  Directors  should  include  representation  from  the  Fed, 
the  Department  of  Treasury,  and  a  majority  of  independent  directors  appointed  by 
the  President  with  the  consent  of  the  Senate.  The  directors'  terms  of  service  should 
be  at  least  six  years  in  length  and  bipartisan  representation  of  independent  direc- 
tors should  be  required. 

While  many  more  details  would  have  to  be  sorted  out,  if  the  principles  and  struc- 
ture I  have  just  outlined  were  put  in  place  by  statute,  then  much  oi  the  rest  could 
be  done  by  the  Board  itself  in  setting  forth  the  ways  that  it  would  operate. 

In  my  recent  book.  Full  Faith  and  Credit,  I  have  recounted  some  of  the  examples 
of  costly  inefficiencies  resulting  from  the  current  regulatory  system.  Attached  hereto 
are  copies  of  pages  from  the  book  which  cite  examples.  If  you  find  it  interesting, 
I  encourage  you  to  buy  a  copy. 
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As  the  system  evolved  over  the  years,  it  provided  ample 
opportunity  for  regulatory  turf  wars  of  the  most  exquisite 
"inside  the  Beltway"  variety.  Every  common  sense  proposal 
to  simplify  this  contraption  into  a  single,  independent  regu- 
latory agency  has  been  nixed  by  people  defending  their  bu- 
reaucratic   empires.    In    1949    the    Hoover    Commission 
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proposed  that  the  bank  regulatory  system  be  replaced  by  a 
single  agency  that  would  operate  in  much  the  same  way  as 
the  Securities  and  Exchange  Commission.  The  SEC  regu- 
lates the  nation's  multifarious  capital  markets,  which  are  not 
only  as  complex  and  as  efficient  as  any  in  the  world,  but  also 
the  safest,  one  reason  for  their  success.  The  commission's 
proposal  was  opposed  by  the  Treasury,  which  wanted  to  con- 
tinue its  control  over  the  biggest  banks;  the  Federal  Reserve, 
which  felt  it  needed  a  regulatory  role  to  supplement  its  pol- 
icy function  in  supplying  money  to  the  banking  system;  and 
the  FDIC,  which,  like  the  others,  knew  the  proposal  would 
mean  the  loss  of  its  regulatory  functions. 

In  1990  the  Bush  administration  introduced  its  program 
for  bank  regulatory  reform.  But  its  suggested  regulatory 
structure  would  have  preserved  all  the  disadvantages  of  our 
hydra-headed  system.  It  would  have  given  the  large  holding 
companies,  as  well  as  all  state  banks,  to  the  Federal  Reserve, 
and  given  the  national  banks  and  the  rest  of  the  holding 
companies  to  the  Treasury.  It  eliminated  the  FDIC  from  reg- 
ulation. There  would  have  been  two  coequal  regulators  with 
no  way  to  decide  conflicts  between  them.  It  was  a  formula  for 
civil  war,  nobody  was  in  favor  of  the  plan,  and  it  sank  be- 
neath the  waves. 

Agency  disagreements  and  turf  batdes  are  not  only  about 
jurisdiction  over  banks.  They  can  involve  regulatory  stan- 
dards and  practices  as  well.  A  good  example  (perhaps  unfor- 
tunate example  is  more  accurate)  of  a  turf  war  was  the  battle 
over  setting  the  amount  of  capital  required  to  be  held  by  a 
bank:  Should  it  be  different  for  national  banks,  member 
banks,  state  banks,  etc.?  State  regulators  always  seek  to  allow 
their  state  banks  to  be  free  from  unwarranted  interference 
from  federal  regulators.  Few  areas  provide  a  better  chance  to 
observe  how  regulatory  tangles  can  impede  the  operation  of 
government. 
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Not  every  issue  could  be  settled  at  our  regulators'  break- 
fasts, or  any  other  meeting.  In  many  cases,  a  fight  for  juris- 
diction had  been  going  on  for  years,  and  no  amount  of 
goodwill  over  eggs  and  bacon  or  yogurt  and  bran  could 
bring  about  a  friendly  solution.  These  regulatory  disagree- 
ments had  a  very  unfortunate  effect  on  the  operation  of  the 
system.  During  my  first  year  in  office  we  had  an  unnecessary 
fight  over  which  regulator  controlled  the  corporations  that 
were  owned  by  state-chartered  banks,  which  themselves  were 
owned  by  a  bank  holding  company.  (Remember,  the  FDIC 
and  the  stales  regulate  state  banks,  but  the  Fed  regulates  the 
holding  companies  that  own  them.)  The  states'  chief  regula- 
tors and  the  FDIC  asserted  they  had  jurisdiction.  However, 
the  Federal  Reserve  also  asserted  jurisdiction  over  the  sub- 
sidiaries of  the  state  banks  if  the  state  bank  was  owned  by  a 
holding  corporation. 

This  was  a  fine-line  legal  point  that  had  never  been  de- 
cided by  a  court — and  it  was  more  than  just  an  argument  to 
make  lawyers  rich.  These  bank  subsidiaries  could  be  vehicles 
for   new   and   more   profitable  businesses   than   traditional 
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banking,  and  many  banks  were  eager  to  get  into  the  game — 
developing  real  estate,  selling  securities,  selling  insurance, 
and  initiating  other  operations  prohibited  by  the  Fed's  hold- 
ing company  rules.  But  these  new  ventures  also  could  rack 
up  bigger  losses  as  well  as  profits,  and  federal  regulators  ielt 
that  it  was  necessary  to  set  rules  for  these  subsidiaries  lest 
they  gel  out  of  hand  and  drain  the  bank  of  its  profits.  Who 
should  set  the  rules,  and  what  should  the  rules  be?  The 
FDIC  believed  that  operations  could  be  put  into  a  subsidiary 
and  walled  oH  from  the  insured  bank.  Transactions  between 
subsidiary  and  parent  would  have  to  be  at  market  value, 
which  admittedly  would  require  continuous  and  careful  su- 
pervision. The  comptroller  of  the  Currency  and  the  state 
regulators  agreed  with  us.  The  Fed  disagreed,  arguing  that 
clever  operators  would  get  around  even  the  most  careful  su- 
pervisors (although  perhaps  the  real  reason  was  that  if  we 
were  right,  and  we  could  supervise  the  subsidiaries,  there 
would  no  longer  be  any  role  for  the  Fed). 

At  a  regulators'   breakfast  we   proposed  a  compromise. 
Both  the  FDIC  and  the  Fed  would  set  up  the  same  rules  at  all 
levels.  Once  this  was  done,  the  agency  that  had  jurisdiction 
would  become  irrelevant.  This  was  my  brilliant  proposal  for 
avoiding  conflicting  turf  claims,  but  it  worked  only  in  theory, 
not  in  practice.  All  the  agencies  agreed  it  was  the  way  to  go, 
but  every  rule  proposed  by  one  agency  was  unacceptable  to 
anoihci".  The  bureaucracies  were  not  interested  in  peace. 
Many  employees  in  both  organizations  spent  much  of  their 
lime  designing  and  executing  turf  war  strategies  and  battles. 
Under  the  leadership  of  the  Fed's  turf-war  commander  and 
chief  legal  counsel,  Mike  Bradfield,  the  Fed  drew  the  line, 
withdrew  from  the  agreement  to  set  common  rules,  and 
stated  that  it  was  not  really  interested  in  any  agreement  that 
did  not  settle  the  matter  of  jurisdiction  in  favor  of  the  Fed. 
The  battle  was  reminiscent  of  the  trench  warfare  of  World 
War  I — no  victors  in  sight.  In  my  hrst  two  years  at  the  FDIC, 
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I  spent  too  much  of  my  time  in  this  most  disagreeable,  unre- 
warding, and  wasteful  warfare. 

Just  one  more  example  of  turf  disagreements  should  be 
sufficient  to  illustrate  why  government  is  often  so  horribly 
inefficient.  This  one  is  complex  but  useful.  The  classic  con- 
test revolved  around  how  much  investment  a  bank  should 
have  to  keep  as  a  safe  cushion  of  capital — the  amount  of 
money  the  stockholders  were  prepared  to  lose  if  their  bank 
managers  made  bad  loans.  The  term  of  art  for  this  issue  was 
capital  standards.  Under  the  chairmanship  of  Peter  Cooke  of 
the  Bank  of  England,  an  agreement  on  capital  standards  was 
negotiated  by  the  principal  banking  countries  through  the 
Bank  for  International  Settlements  in  Basel,  Swiuerland.  It 
was  a  most  miraculous  achievement  in  international  affairs 
and  an  example  to  government  officials  everywhere.  Our 
chronically  feuding  breed  in  the  United  States  had  for  once 
all  participated  and  agreed.  Unfortunately,  the  beauty  of  the 
cooperation  abroad  did  not  last  long  at  home.  The  Basel 
agreement    provided    that   a   bank's   capital    requirements 
would  be  based  on  the  types  of  loans  it  had  on  its  books. 
Obviously  there  was  more  risk  in  holding  mortgages  on  pri- 
vate houses  than  bonds  on  the  government  of  the  United 
States,  and  the  former  demanded  a  thicker  capital  cushion 
than  the  latter.  This  was  called  a  system  of  risk-based  capital. 
In  adopting  the  new  standards,  regulators  abandoned  the 
common  capital  standard  traditionally  used  in  the  United 
States  for  all  loans  and  assets  of  whatever  kind,  which  is 
called  leverage-based  capital. 

Congress  approved  this  agreement  on  risk-based  stan- 
dards in  the  1989  law  that  also  set  up  the  rescue  of  the  sav- 
ings and  loans.  Using  the  international  agreement  for 
guidance,  the  Comptroller  of  the  Currency  was  given  the 
power  to  set  standards  for  his  national  banks  and  for  the 
troubled  S&L  industry.  But  these  new  standards  were  not 
considered  sufficient  to  protect  the  FDIC  insurance  fund. 
For  example,  the  new  standards  stipulated  that  banks  did 


45 


T  li  K  F     W  A  K  S  :      NO     PEACb     AT     ANY      PRICE  133 

not  have  to  hold  any  capital  to  protect  themselves  against 
losses   ill   ihcir  government  bonds,  which   were  considered 
risk-lice.    Bui  ol  course  government  bonds  do  have  some 
risk,  as  do  all  debt  instruments.  Even  though  no  one  doubts 
the  lull  taith  and  credit  of  the  United  States  to  pay  interest 
and  principal  v^hen  due,  when  interest  rates  go  up,  the  mar- 
ket value  of  the  bonds  goes  down  because  the  fixed  rate  is 
less  than  the  money  could  earn  in  a  new  bond.  This  is  called 
interest  rate  risk  and  is  no  small  matter  for  banks.  In  fact,  in 
1992,  with  loan  demand  down  and  bond  interest  high,  com- 
mercial banks  had  more  of  their  money  invested  in  govern- 
ment bonds  than  in  commercial  and  industrial  loans  for  the 
first  time  in  memory.  The  risk  is  obvious.  Until  the  boys  in 
the  Basel  committee  came  up  with  a  low  interest  rate  risk 
standard  (which  they  were  working  on),  it  was  generally  rec- 
ognized that  an  additional  backup  standard  was  needed  to 
cover  all  assets:  our  old  friend  the  leverage  ratio  (ratio  of 
capital  invested  to  total  assets). 

However,  Robert  Clarke,  the  comptroller  of  the  currency, 
appeared  to  have  fallen  in  love  with  the  new  standards.  New 
Mexico-born,  Harvard-educated,  and  Texas-trained,  he  had 
been  appointed  by  President  Reagan  at  the  suggestion  of 
Secretary  of  the  Treasury  James  Baker.  He  was  a  very  fine 
lawyer  and  had  a  strong  backhand  (we  played  the  backhand 
court  on  our  regulators*  doubles  team).  Sally  and  I  became 
good  friends  with  Clarke  and  his  wife,  Puddin  (only  in 
Texas),  and  we  enjoyed  many  memorable  times  together. 
The  unfortunate  tendency  of  government  service  to  erode 
these  personal  relationships  will  be  well  illustrated  as  this  tale 
proceeds. 

By  law  his  agency  had  been  awarded  the  power  to  imple- 
ment the  new  standards,  and  he  naturally  did  not  relish  the 
imposition  of  another  standard  that  would  displace  his  own. 
Without  slowing  down  the  story  for  too  much  technical  de- 
tail, suffice  it  to  say  that  unless  the  new  risk  standards  were 
overridden  by  a  leverage  standard  demanding  a  rado  of  at 
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least  6  percent  of  capital  to  loans,  about  nine  out  often  sm.iU 
banks  across  the  country  would  be  allowed  to  reduce  their 
capital  cushion  at  precisely  the  time  when  the  entire  banking 
industry   was   being   threatened    by   a   rising   level   of  risk. 
Clarke,  normally  a  cooperative  gentleman,  consulted  with 
his  staff  and  insisted  that  3  percent  would  be  high  enough.  A 
few  weeks  later  we  met  in  my  office  to  try  to  settle  the  issue. 
Compromise  was  in  the  wind:  We  agreed  on  4.5  percent — 
halfway  between  3  and  6  (what  could  be  fairer?) — and  we 
shook  hands  on  the  deal  in  the  interest  of  a  common  national 
front  and  good  government.  Not  more  than  two  hours  later. 
Clarke  called  to  say  that  after  a  further  review  (with  his 
world-class  Treasury  turf  squad),  the  deal  was  off.  "Bill,"  he 
said,  "I  went  back  and  talked  to  my  stalf,  and  you  know  there 
are  times  when  you  can't  get  a  compromise.  We  will  just  have 
to  disagree." 

The  banking  industry  was  stuck  in  the  middle,  unsure  of 
what  standard  should  apply.  The  Federal  Reserve,  with  the 
wise  William  Taylor  in  command  of  its  Supervisory  Division, 
was  also  unhappy  with  the  comptroller's  rigid  position.  The 
FDIC  and  the  Federal  Reserve  reached  a  compromise  with 
the  help  of  C.  C.  Hope.  'I'he  lower  capital  requirement,  Mr. 
Clarke's  3  percent,  would  apply  only  to  banks  in  the  safest 
class — Camel  One  banks,  we  called  them.  Banks  are  rated  by 
regulators  from  one  (best)  to  five  (worst),  based  on  their  Cap- 
ital, /4sset,  Management,  Earnings,  and  Loan  quality.  All 
other  banks  would  have  to  have  a  ratio  of  more  than  4  per- 
cent to  back  up  their  loans. 

In  fact  there  were  no  Camel  One  banks  with  such  low 
levels  of  capital;  banks  in  this  category,  such  as  J. P.  Morgan, 
were  far  better  protected  with  higher  capital  ratios.  (By  defi- 
nition, that  was  one  reason  they  had  won  their  top  ratings.) 
So  on  its  face,  the  proposed  rule  was  preposterous  because 
the  3  percent  standard  we  wrote  into  the  rules  to  please 
Clarke  could  apply  only  to  banks  that  we  all  knew  did  not 
exist.  Still,  it  illustrated  how  compromises  develop  among 
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the  turf  combatants.  The  proposed  compromise  (the  3  per- 
cent rule)  was  presented  to  the  OlTice  of  the  Comptroller, 
whose  denizens  nodded  wisely  and  declared  that  it  certainly 
was  an  improvement — but  they  still  did  not  agree.  They 
were  dug  in! 

What  was  happening  here  was  of  course  not  just  a  battle 
lor  turf,  but  a  real  disagreement  over  what  each  regulator 
thought  was  right  for  the  banking  system.  Clarke  wanted  a 
capital  standard  that  would  allow  large  national  banks  under 
his  purview  lo  compete  with  foreign  banks,  ll  is  not  that  turf 
battles  are  only  about  ego  and  never  without  merit;  the  prob- 
lem is  that  the  response  to  disagreements  is  for  each  regula- 
tor to  grab  his  own  banks  and  wall  them  off  from  the  others. 
Meanwhile,  the  industry  suffers  from  uncertainty  and  un- 
even rules. 

The  matter  soon  came  to  the  attention  of  Congress.  At  a 
hearing,  Chairman  Riegle  of  the  Senate  Banking  Committee 
inlbrmed  Clarke  that  he  would  move  to  have  the  Congress 
set  standards  if  the  regulators  could  not  come  to  a  sensible 
agreement  among  themselves.   (All  regulators  fear  losing 
turf,  but  most  of  all  they  fear  losing  it  to  Congress.)  Riegle 
noted  that  the  Federal  Reserve  and  the  FDIC  were  in  agree- 
ment, and  asked  the  Comptroller  to  resolve  the  situation. 
Clarke  finally  buckled  and  agreed  to  the  standards  as  pro- 
po.sed  by  the  FDIC  and  the  Fed.  What  an  inglorious  story! 
The  net  result  was  a  capital  standard  that  was  indefinite  and 
inapplicable.  It  took  over  a  year  to  achieve  this  triumph  of 
compromise  over  rationality.  Our  banking  system  would  be 
far  more  efficient  at  providing  credit  if  regulatory  wars  and 
overkill  could  be  controlled. 
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TESTIMONY  OF  JOHN  G.  HEIMANN 
Merrill  Lynch  &  Co.,  Inc. 

Mr.  Chairman,  distinguished  Members  of  the  Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs,  I  am  honored  to  have  been  invited  to  testify  on  the  need 
for  consoHdation  of  the  banking  regulatory  apparatus,  the  subject  of  these  hearings. 

My  name  is  John  G.  Heimann  and  I  am  Cnairman  of  the  Financial  Institutions 
Group  of  Merrill  Lynch  &  Co.  I  serve  as  a  member  of  the  Office  of  the  Chairman 
and  as  a  member  of  the  Executive  Management  Committee.  My  comments  and  ob- 
servations are  personal  and  do  not  reflect  the  position  of  Merrill  Lynch. 

I  first  testified  in  favor  of  reorganizing  the  banking  supervisory  structure  in  1975 
and,  since  that  time,  have  consistently  argued  for  banking  agency  consolidation  both 
while  I  was  m  government  service  and  after  my  return  to  the  private  sector.  My 
view  as  to  the  wisdom  of  consolidation  remains  the  same  some  18  years  later.  The 
system  we  have  today  is  archaic,  expensive,  duplicative  and  inefficient.  The  costs 
are  unnecessarily  burdensome.  Directly  and  indirectly,  they  are  bom  by  the 
consumer  and  the  shareholder.  They  can  be  meaningfully  reduced  without  harmful 
conseauences.  In  fact,  I  would  argue  that  consolidation  would  improve  the  system 
of  banlting  supervision  at  less  cost. 

Ideally,  consolidation  of  the  banking  agencies  would  await  Congressional  action 
on  restructuring  the  financial  system  as  a  whole.  I  have  been  waiting  for  that  for 
well  over  a  decade.  But,  in  spite  of  the  extraordinary  changes  that  have  taken  place 
in  the  domestic  and  international  financial  system,  little  progress  has  been  made 
in  our  statutory  framework.  That  pattern  of  blindness  to  reality  continues  to  rule. 
As  that  is  the  case,  then  I  sadly  suggest  that  we  get  on  with  agency  consolidation 
now.  Some  movement  in  the  right  direction  is  better  than  none  at  all. 

My  views  are  the  result  of  participation  in  and  observation  of  the  U.S.  banking 
supervisory  system.  My  background  in  this  respect  is  somewhat  unique.  From  1975- 
1977,  I  served  as  Superintendent  of  Banks  of  New  York  State.  From  1977-1981,  I 
was  the  U.S.  Comptroller  of  the  Currency,  Administrator  of  National  Banks.  During 
that  period  of  time,  I  served  on  the  Board  of  the  Federal  Deposit  Insurance  Corpora- 
tion (FDIC)  and  as  its  Acting  Chairman  for  some  seven  months.  In  addition,  1  was 
the  first  Chairman  of  the  Federal  Financial  Institutions  Council  (FFIEC)  and  an  ac- 
tive and  participating  member  of  the  Basle  Committee  on  Banking  Supervision, 
then  called  the  "Cooke  Committee,"  and  until  recently  chaired  oy  E.  Gerald 
Corrigan,  President  of  the  New  York  Federal  Reserve  Bank.  Whilst  I  have  never 
worked  within  the  Federal  Reserve  system,  I  have  enjoyed  a  close  professional  rela- 
tionship with  their  banking  supervisory  forces  both  in  New  York  and  in  Washing- 
ton. 

Before  launching  into  my  views  on  this  subject  and  in  the  spirit  of  full  disclosure, 
let  me  note  that  Merrill  Lynch  owns  and  operates  a  non-bank  bank  in  New  Jersey 
and  an  industrial  loan  corporation  in  Utah.  Internationally,  Merrill  Lynch  owns 
banks  in  London,  Frankfurt,  Geneva  and  Vienna.  Our  banking  activities  are  super- 
vised by  the  relevant  authorities  which,  in  the  U.S.,  include  the  Federal  Reserve 
(FRB),  the  Superintendents  of  Banks  of  Utah  and  New  Jersey,  and  the  FDIC. 

A  discussion  of  banking  agency  consolidation  should  require  some  historical  per- 
spective. To  make  change  prudent  and  rational,  consideration  must  be  given  to  cir- 
cumstances that  created  the  present  system. 

Unfortunately,  when  it  comes  to  the  field  of  finance,  we  often  approach  the  prob- 
lem only  at  a  moment  of  crisis  which  permits  little  time  for  thoughtful  evaluation 
of  the  whys  and  wherefores.  As  John  Kenneth  Galbraith  states  in  his  latest  book, 
A  Short  History  of  Financial  Euphoria,  "There  can  be  few  fields  of  human  endeavor 
in  which  history  counts  for  so  little  as  in  the  world  of  finance.  Past  experiences,  to 
the  extent  that  is  part  of  memory  at  all,  is  dismissed  as  the  proven  reluge  of  those 
who  do  not  have  tne  insight  to  appreciate  the  incredible  wonders  of  the  present." 

Our  banking  supervisory  system  is  the  mirror  image  of  our  banking  structure  as 
it  evolved  over  the  years.  Until  1863,  banking  chartering  and  regulation  was  the 
province  of  the  States.  This  changed  with  the  creation  of  the  national  banking  sys- 
tem during  the  War  Between  the  States  when  the  Ofiice  of  the  Comptroller  of  the 
Currency  (OCC)  was  created.  Then,  in  the  1930's,  Congress  created  the  FDIC  to  in- 
sure the  consumer  deposits  in  commercial  banks  and  the  Federal  Home  Loan  Bank 
Board  (FHLBB)  and  its  twin,  the  Federal  Savings  and  Loan  Insurance  Corporation 
(FSLIC)  to  oversee  and  insure  the  newly  created  Savings  and  Loan  Associations 
(S&Ls).  Somewhat  later,  the  role  of  the  FRB  was  expanded  to  include  the  super- 
vision of  bank  holding  companies  as  it  continued  its  regulatory  oversight  of  State 
supervised  member  banks.  More  recently,  the  Securities  and  Exchange  Commission 
has  played  an  ever  increasingly  important  role  in  standard  setting  for  publicly 
owned  banks  and  bank  holding  companies. 
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As  noted  previously,  this  system  of  supervision  and  regulation  reflected  the 
changes  in  our  financial  system.  This  proliferation  of  authority  and  responsibility 
amongst  these  many  agencies  may  have  been  justified  in  the  past,  as  the  price  of 
progress.  But  since  1949  when  the  Hoover  Commission  recommended  consolidation, 
there  have  been  a  series  of  objective  non-partisan  commissions  and  studies  including 
the  Commission  on  Money  and  Credit  in  1962  and  more  recently  the  Bush  Commis- 
sion Report  which  he  chaired  as  Vice  President,  all  of  which  have  agreed  with  the 
principle  of  agency  consolidation. 

The  most  important  role  of  the  supervisor  of  our  depository  institutions  is  "safety 
and  soundness.  In  the  final  analysis,  we  must  have  depository  institutions  in  which 
the  depositors  money  is  safe-guarded  and  immediately  available  upon  demand;  a 
payments  system  which  permits  the  user  of  the  banking  system  to  easily  transfer 
money;  and  prudently  managed  institutions  which  use  the  deposits  entrusted  to 
them  for  loans  which  promote  economic  growth  and  prosperity.  Additionally,  the  su- 
pervisor is  charged  with  the  further  responsibility  of  ascertaining  whether  the  de- 
pository institutions  meet  the  requirements  of  law,  including  the  Community  Rein- 
vestment Act,  Truth  in  Lending,  etc.  Since  the  banking  system  is  the  sum  total  of 
all  banks,  then  banning  supervision  must  be  a  bottoms  up  exercise  based  upon  the 
examination  of  each  and  every  depository  institution. 

As  the  Basle  Committee  on  Banking  Supervision  has  clearly  pointed  out,  in  order 
to  successfully  evaluate  the  strength  or  weakness  of  banking  institutions,  the  view 
of  the  supervisor  must  be  a  consondated  one.  As  this  applies  to  single  financial  con- 
glomerate, so  it  equally  applies  to  the  system  as  a  whole. 

It  is  my  strong  Delief  that  we  must  design  a  framework  that  is  suitable  for  today 
and  sufficiently  flexible  to  accomm.odate  change.  The  existing  framework  is  increas- 
ingly inefficient — an  inefiiciency  that  should  not  be  tolerated  in  a  world  of  expand- 
ing agency  missions  and  limited  government  resources. 

1  have  several  reasons  for  believing  that  we  should  get  on  immediately  with  the 
process  of  shaping  a  new  regulatory  and  supervisory  iramework.  One  reason — the 
problem  of  effectively  supervising  a  bank  holding  company  and  its  component 
parts — is  obvious.  If  anyone  doubts  this  logic,  the  recent  demise  of  the  Bank  for 
Credit  and  Commerce  International  (BCCI)  should  convince  them.  In  the  U.S.,  a 
majority  of  the  multi-bank  holding  companies  contain  at  least  one  bank  that  is  na- 
tionally chartered  and  one  bank  that  is  state  chartered.  Indeed,  it  is  not  uncommon 
for  a  holding  company  system  to  include  national  banks,  state  member  banks,  and 
state  non-member  banks,  sometimes  in  several  states. 

The  possibilities  for  regulatory  confusion  and  duplication  are  real  and  present 
concerns.  It  is  not  sensible  for  a  multiplicity  of  regulators  to  have  safety  and  sound- 
ness jurisdiction  over  various  segments  of  an  integrated  business  enterprise.  Inevi- 
tably, this  approach  will  be  at  times  conflicting  and  uncoordinated.  Moreover,  it  is 
not  sensible  for  the  point  of  view  of  bank  managers  either,  for  it  confronts  them 
with  duplicative  and  sometimes  inconsistent  regulatory  demands. 

Admittedly,  some  steps  have  been  taken  to  improve  coordination  amongst  the 
agencies  and  they  are  to  be  applauded  in  this  effort.  These  actions  have  been  worth- 
while and  go  in  the  right  direction.  But  they  do  not  go  to  the  heart  of  the  matter. 
What  is  needed  is  a  unified  supervisory  perspective  and  authority  over  the  whole 
entity. 

My  second  reason  for  favoring  consolidation  of  the  present  structure  arises  from 
my  firm  belief  that  we  simply  must  make  more  efTective  use  of  the  limited  super- 
visory resources  at  our  disposal. 

My  third  reason  is  the  need  to  adjust  our  supervisory  system  so  that  it  relates 
to  the  realities  of  the  financial  marketplace  botn  domestically  and  internationally. 
The  competitive  impact  of  foreign  banks,  of  non-bank  financial  intermediaries,  the 
important  impact,  oi  technology,  and  the  very  real  preferences  of  users  of  the  deposi- 
tory system  require,  in  fact  demand,  a  restructuring  of  our  financial  system,  no  less 
those  agencies  that  supervise  it.  A  regulatory  structure  which  ignores  the  market- 
place realities  only  serves  to  perpetuate  anachronisms  and  delay — or  make  more  ex- 
pensive and  painful — the  very  adjustment  which  the  financial  industry  must  go 
through. 

There  are  certain  fundamental  governing  principles  which  should  form  the  frame- 
work for  the  new  supervisory  system. 

1.  The  financial  system  of  the  world  is  highly  integrated.  Therefore,  the  U.S.  su- 
pervisory system  must  be  integrated  both  domestically  and  with  its  international 
counterparts. 

2.  There  are  vast  differences  in  the  function,  reach,  and  scope  of  U.S.  depository 
institutions.  Some  large  banks  operate  on  a  multi-national  scale;  others  on  a  super- 
regional  or  regional  basis;  and  then,  by  far  the  great  majority  numerically,  there  are 
smaller  banks  limited  to  serving  their  immediate  community.  Now  it  should  be  obvi- 
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ous  to  all  that  the  supervision  of  a  $1  billion,  or  $5  billion,  or  a  $50  billion  bank, 
must  be  quite  difTerent  from  that  which  is  applied  to  the  bank  of  below  $100  million. 
The  skills  for  m^ing  supervisory  judgments,  the  techniques  of  examination,  the  re- 
quirements for  report  filing  should  not  be  the  same.  These  banks  are  vastly  different 
and  the  supervisory  system  should  be  adjusted  for  these  differences. 

3.  All  feoerally  insured  depositories  compete  with  one  another.  The  argument  that 
some  are  difTerent  is  not  bom  out  by  experience.  The  S&L  crisis  was  partially  a  re- 
sult of  the  belief  that  S&L's  were  different  from  commercial  banks  and  that  they 
could  be  supervised  with  different  standards.  This  certainly  was  not  the  case! 

4.  Federal  insurance  of  depositories  should  also  be  consolidated  for  the  proper  role 
of  the  insurance  carrier  is  fundamental  to  a  prudently  restructured  supervisory  sys- 
tem. The  insurance  carrier  must  have  a  strong  voice  in  standard  setting  for  deposi- 
tories. In  the  final  analysis,  it  represents  the  taxpayer  who  bears  the  ultimate  of 
insurance  cost. 

5.  States  have  an  important  role  to  play  in  bank  supervision.  During  recent  years, 
some  states  have  passed  laws  which  arguably  weakened  the  system.  On  the  other 
hand,  much  innovation  benefiting  the  consumer  and  the  community  has  been  state 
driven.  The  new  supervisory  system  should  accommodate  this  source  of  innovation 
and  vitality. 

6.  Banking  supervision  must  be  independent.  As  banking  supervisors  grant  and 
rescind  economic  benefits,  their  actions  must  be  above  suspicion  and  free  of  influ- 
ence. In  many  countries,  banking  supervision  is  a  sub-set  of  central  banks'  respon- 
sibility. This  is  one  solution  as  the  central  bank  is  usually  an  independent  entity. 
Another  is  to  create  a  separate  independent  agency  which,  in  the  case  of  the  U.S., 
reports  directly  to  the  Congress  as  is  the  case  today  with  the  FDIC,  FRB,  and  the 
SEC.  Finally,  there  are  those  who  argue  that  banking  supervision  should  be  the 
province  of  the  Treasury  to  facilitate  the  implementation  of  the  then  current  admin- 
istration's policy.  I  do  not  consider  that  alternative  wise.  It  is  to  be  avoided. 

Recommendation 

I  have  read  with  considerable  interest  both  H.R.  1214  and  H.R.  1227.  I  prefer 
Chairman  Gonzalez's  approach  over  that  put  forward  by  Congressman  Leach  though 
both  bills  certainly  are  a  step  forward.  My  views  are  summarized  as  follows: 

We  should  create  a  Federal  Banking  Commission  (FBC)  which  would  envelope  the 
present  banking  supervisory  activities  of  the  OCC,  OTS,  FDIC,  FRB  and  the  Na- 
tional Credit  Union  Administration  (NCUA).  The  arguments  that  credit  unions  as 
depositories  are  special  have  been  heard  before  in  another  context  with  disastrous 
results.  The  Commission  would  consist  of  nine  members;  the  Comptroller,  the  Chair- 
man of  the  FDIC,  the  head  of  OTS,  the  NCUA  Administrator,  the  Secretary  of  the 
Treasury,  two  members  of  the  Board  of  Governors  of  the  FRB,  and  the  Chairman 
and  Vice  Chairman  of  the  FBC  who  would  be  appointed  by  the  President  for  fixed 
terms  with  the  advice  and  consent  of  the  Senate.  The  somewhat  disproportionate 
FRB  membership  is  in  recognition  of  the  importance  of  the  depository  system  to  the 
smooth  functioning  of  monetary  policy.  However,  as  discussea  later,  the  FBC  could 
be  a  subsidiary  of  the  FRB. 

In  the  FBC,  the  functions  of  the  present  banking  regulatory  agencies  would  be 
adjusted  so  that  the  Commission's  structure  more  accurately  relates  to  the  financial 
system.  There  would  be  a  supervisor  of  large  financial  intermediaries;  a  supervisor 
for  the  far  more  numerous  smaller  institutions;  a  supervisor  for  not-for-profit  coop- 
erative depositories  and,  perhaps,  community  development  banks;  ana  the  FDIC 
would  be  the  sole  insurance  earner  for  all. 

The  FBC  would  supplant  the  FFIEC.  Its  authority  would  be  far  greater  as  it 
would  set  the  standards  for  all  depositories  and  oversee  the  implementation  of  those 
standards  through  the  new  consolidated  agency  structure  over  which  it  exercises 
final  authority  subject,  of  course,  to  Congressional  oversight. 

This  revision  would  continue  the  so-called  dual  banking  system.  Banks  would  con- 
tinue to  select  a  state  or  national  charter  and  subsequently  be  supervised  by  their 
chartering  authority.  Hopefully,  however,  the  FBC  would  effectively  control  the  reg- 
ulatory arbitrage  which  has  plagued  the  system  in  the  past.  State  supervisors  would 
continue  to  relate  to  the  FDIC.  Federal  examination  of  state  chartered  institutions 
would  be  deferred  for  those  states  whose  examination  capabilities  met  Federal 
standards.  Joint  examinations  would  be  required  for  those  states  unable  to  attain 
or  maintain  standards. 

Granted  that  the  restructuring  of  agencies  present  numerous  problems.  The  meld- 
ing together  of  disparate  bureaucracies  is  a  difficult,  but  not  impossible,  task.  After 
all,  recently  Security  Pacific  was  merged  with  Bank  of  America  and  Chemical  Bank 
with  Manufacturers  Trust.  These  were  accomplished  successfully.  I  am  certain  that 
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we  can  do  at  least  as  well  within  government  if  we  so  choose.  The  goal  of  greater 
responsiveness,  and  improved  quality  of  supervision  at  a  lower  cost  is  well  worth 
the  effort. 

As  noted  previously,  the  FBC  should  be  an  independent  body  directly  responsible 
to  the  Congress.  Banking  supervision,  which  has  the  power  to  both  grant  and  re- 
scind economic  benefits,  must  be  independent  and  free  from  political  taint.  The 
banking  supervisor  must  be  seen  by  the  public  as  a  public  servant  who  holds  the 
public's  interest  paramount  not  held  hostage  to  the  ideology  or  the  political  concerns 
of  any  political  party.  Some  have  suggested  that  banking  supervision  should  fit 
hand  and  glove  with  Administration  policy,  a  view  particularly  prevalent  during  the 
past  decade.  This  concept  gives  me  great  concern.  The  safety  and  soundness  of  the 
depository  system  cannot  be  subject  to  the  political  whims  that  sometimes  become 
fashionable  for  short  periods.  Certainly,  over  the  longer  term  Congress  can  change 
the  role  of  depositories.  But  to  subject  the  financial  system  to  expedients  designed 
for  short  term  political  advantage  could  prove  catastrophic. 

On  the  other  hand,  if  Congress  feels  that  banking  supervision  has  an  intimate  re- 
lationship to  the  successful  conduct  of  monetary  policy,  then  the  FBC  structure 
could  be  adjusted  accordingly.  The  FBC  would  be  created  as  a  subsidiary  of  the 
FRB.  Its  Chairman  would  become  Vice  Chairman  of  the  FRB,  a  newly  created  posi- 
tion, and  the  membership  would  consist  of  the  following  seven  members:  the  Chair- 
man, who  would  be  Vice-Chair  of  the  FRB  and  a  Governor  of  the  FRB;  the  Comp- 
troller, the  Chairman  of  the  FDIC;  the  head  of  the  OTS;  the  Administrator  of  the 
NCUA;  in  their  new  roles  as  described  previously,  and  the  Secretary  of  the  Treas- 
ury. 

All  of  these  members,  with  the  exception  of  the  Secretary  of  the  Treasury  who 
serves  at  the  pleasure  of  the  President,  would  be  appointed  for  fixed  terms  as  is 
the  case  today.  All  costs  of  the  FBC  would  be  borne  by  assessment.  Most  knowledge- 
able observers  suggest  that  the  costs  would  be  substantially  lower  than  those  of 
today. 

The  FBC  does  not  include  membership  for  the  SEC  because  that  agency's  man- 
date is  far  broader  than  the  depository  system.  However,  I  suggest  that  the  Chair- 
man of  the  SEC  be  an  ex -officio  member  of  the  FBC  since  SEC  rulings  can  and  do 
have  considerable  impact  upon  the  depository  system. 

Perhaps,  this  suggested  restructuring  is  too  much  to  ask.  There  are  too  many  con- 
stituencies that  need  to  be  massaged,  too  many  competing  interests  whose  views  are 
slightly  different,  too  many  complications  in  merging  the  agencies,  too  many  reasons 
to  obfuscate,  too  many  reasons  to  delay,  for  this  program  to  move  forward. 

Perhaps  we  will  return  again  after  another  18  years  have  elapsed.  What  a  shame 
that  would  be!  I  suggest  that  the  time  has  come,  indeed  it's  long  past,  for  a  consoli- 
dation of  the  banking  supervisory  agencies  which  includes  the  OCC,  the  FDIC,  the 
OTS,  the  NCUA,  and  supervisory  activities  of  the  FRB.  The  resultant  FBC  will  be 
independent  and  directly  responsible  to  the  Congress.  This  agency  would  provide  up 
to  the  minute  state  of  the  art  supervision  of  all  financial  depositories  on  an  efficient 
and  cost-effective  basis.  The  technical  problems  caused  by  consolidation  will  be  dif- 
ficult, but  can  be  overcome. 

The  financial  system  of  the  world  and  the  U.S.  has  changed  dramatically  since 
ours  was  reorganized  in  the  1930's.  Some  adjustments  have  been  made  but  they 
simply  do  not  go  far  enough  for  they  are  not  reactive  to  the  realities  of  the  domestic 
and  international  market  place.  Simply  put,  our  supervisory  system  is  archaic.  It 
needs  to  be  modernized. 


REFORM  OF  THE  FEDERAL  BANK  REGULATORY  APPARATUS  BY 

ANDREW  F.  BRIMMER* 

I  was  pleased  to  receive  the  invitation  to  testify  before  the  Senate  Committee  on 
Banking,  Housing,  and  Urban  Affairs.  The  letter  to  me  indicated  that: 

".  .  .  The  hearing  will  examine  the  need  for  consolidation  of  the  bank  regu- 
latory apparatus.  The  Committee  will  be  especially  interested  in  [my]  assessment 
of  the  problem,  how  a  new  Federal  banking  agency  might  be  structured,  and 
whether  depository  institutions  should  be  regulated  by  independent  agencies  or  by 
the  executive  branch.  .  .  ." 


*Dr.  Brimmer  is  president  of  Brimmer  &  Company,  Inc.,  a  Washington,  D.C. -based  economic 
and  financial  consulting  firm.  He  is  also  a  Former  Member  of  the  Board  of  Governors  of  the 
Federal  Reserve  System. 
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In  this  Statement,  I  will  address  each  of  these  questions.  In  preparing  my  re- 
sponse, I  have  reviewed  the  current  structure  and  operations  of  the  four  principal 
Federal  bank  regulatory  agencies:  (1)  the  Comptroller  of  the  Currency  for  national 
banks;  (2)  the  Federal  Reserve  Board  for  Bank  Holding  Companies  and  State  Mem- 
ber Banks;  (3)  the  Federal  Deposit  Insurance  Corporation  for  Insured  Nonmember 
Banks;  and  (4)  the  OfTice  of  Thrift  Supervision  lor  federally-insured  savings  and 
loan  associations.  I  also  drew  on  the  experience  I  acquired  when  I  was  a  Member 
of  the  Federal  Reserve  Board  where  I  shared  in  the  exercise  of  a  range  of  bank  regu- 
latory and  supervisory  responsibilities.  Since  I  left  the  Board,  I  have  served  as  a 
Director  of  BankAmerica  Corporation  (and  Bank  of  America,  NT&SA)  and  MNC  Fi- 
nancial Corporation  (and  its  main  subsidiaries  American  Security  Bank  and  Mary- 
land National  Bank).  At  each  of  these  commercial  banking  institutions,  I  have 
served  on  the  Board  of  Director's  Audit  and  Examination  Committee  (BAC/BofA)  or 
the  Audit  or  I^an  Review  Committee  (MNC/AS&MNB).  In  those  roles,  I  have  been 
able  to  observe  at  close  range  the  Federal  bank  regulatory  and  supervisory  appara- 
tus in  operation.  In  my  professional  work,  I  have  done  a  consideraole  amount  of  re- 
search on  commercial  banking  and  finance,  capital  markets,  and  central  banking — 
including  bank  regulation  ana  supervision. 

Moreover,  I  have  just  completed  an  assignment  as  Co-Chair  of  the  National  Com- 
mission on  Financial  Institution  Reform,  Recovery,  and  Enforcement.  Our  Report, 
"Origins  and  Causes  of  the  S&L  Debacle:  A  Blueprint  for  Reform,"  was  submitted 
to  the  President  and  Congress  on  July  27,  1993.  In  preparing  that  Report,  we  exam- 
ined the  role  of  regulation  and  supervision  in  the  S&L  crisis.  From  that  enauiry 
came  a  number  of  lessons  which  have  a  bearing  on  Federal  bank  regulation  ana  su- 
pervision in  general. 

I.  Fragmentation  of  Bank  Regulation  and  Supervision 

The  divided  Federal  bank  regulatory  and  supervisory  apparatus  is  a  mirror  image 
of  the  country's  fragmentary  banking  structure.  It  reflects  the  diversity  that  has 
evolved  over  the  years  with  respect  to  sources  of  bank  charters,  the  grant  of  powers, 
and  changing  public  policy  objectives.  In  broad  outline,  the  bank  regulatory  struc- 
ture has  the  following  shape: 

Agency  and  Type  of  Institution 

1.  State  Bank  Authorities — State  Chartered  Banks 

2.  Comptroller  of  the  Currency  (CC) — National  Banks 

3.  Federal  Reserve  Board  (FRB) — Member  Banks  (National  Banks;  State  Member 
Banks;  Bank  Holding  Companies,  Foreign  Banks  and  Branches) 

4.  Federal  Deposit  Insurance  Corporation  (FDIC) — Insured  Commercial  Banks 

5.  Office  of  Thrift  Supervision  (OTS)— Federal  Savings  and  Loan  Associations 

6.  National  Credit  Union  Administration  (NCUA) — Federal  Credit  Unions 

7.  U.S.  Department  of  Justice  (DOJ)—Anti -Trust  Laws 

8.  U.S.  Securities  and  Exchange  Commission  (SEC)— Securities,  Securities  Ex- 
change, Broker-Dealers 

These  agencies  have  responsibility  for  a  wide  range  of  bank  regulatory  and  super- 
visory activities.  The  breadth  of  these  activities  is  illustrated  by  Chart  I.**  It  will 
be  noted  that  most  of  the  responsibilities  are  distributed  among  the  respective  agen- 
cies according  to  the  class  of  institution  (defined  mainly  by  charter)  for  which  each 
has  principal  oversight.  For  the  core  of  supervision — bank  examination — the  Comp- 
troller of  tne  Currency  conducts  examinations  for  National  Banks;  the  Federal  Re- 
serve Board  for  State  Member  Banks;  the  FDIC  for  Insured  Nonmember  Banks;  and 
the  OTS  for  Federal  S&L's. 

It  will  also  be  noted  that  authority  over  several  regulatory  requirements  which 
apply  to  all  banks  regardless  of  the  class  in  which  they  fall  is  vested  in  only  one 
agency.  These  include  deposit  insurance  (FDIC);  reserve  requirements  of  depository 
institutions  (FRB);  and  Bank  Holding  Companies  (FRB).  The  U.S.  Department  of 
Justice  must  review  and  pass  on  the  competitive  aspects  of  all  bank  acquisitions  and 
mergers.  The  Securities  and  Exchange  Commission  has  an  opportunity  to  do  the 
same  with  respect  to  publicly  distributed  bank  and  Holding  Company  securities  and 
the  permitted  activities  of  bank's  broker-dealer  subsidiaries.  Moreover,  State  Bank- 
ing Authorities  have  the  right  to  review  and  comment  on  a  number  of  bank  applica- 
tions. 

The  Federal  Financial  Institutions  Examination  Council  (FFIEC) — composed  of 
the  Heads  of  the  four  Federal  Bank  Regulatory  Agencies  (CC,  FDIC,  FRB,  and 
OTC) — seeks  to  coordinate  procedures,  reporting  requirements,  and  timing  of  exami- 
nations of  the  banks  under  their  respective  jurisdiction.  The  FFIEC  has  made  con- 


♦*Chart  and  Tables  follow  the  text. 
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siderable  progress  in  its  search  for  uniformitv  and  consistency  in  examination  stand- 
ards. Nevertneless,  the  Council  has  not  been  wholly  successful.  A  number  of 
divergences  still  exist.  These  include  differences  in  examination  staff  (number  in  re- 
lation to  necessary  tasks,  training,  and  experience)  and  standards  for  judging  the 
safely  and  soundness  of  banks  ana  banking  practices. 

Although  it  cannot  be  proven  from  the  outside,  it  appears  that  a  considerable  de- 
gree of  variation  exists  in  the  assessment  by  Federal  Regulatory  Agencies  of  the 
overall  condition  of  banks  similarly  situated.  The  Agencies  employ  a  rating  system 
(commonly  referred  to  as  C/-iMEL)  for  evaluating  an  institution's  overall  condition. 
The  lettei-s  stand  for  Capital,  Assets,  Management,  Earnings,  and  Liquidity.  The 
scheme  and  its  application  are  illustrated  in  Table  1. 

Five  standards  are  considered  and  rated  on  a  scale  (1)  through  (5).  In  calculating 
an  overall  rating,  the  scores  a  bank  receives  for  each  standard  are  summed  to 
produce  a  weighted  average  number  (with  diflerent  weights  applying  to  each  stand- 
ard). The  illustrations  in  Table  1  suggest  that  Bank  I  (with  an  overall  rating  of  1.40) 
was  highly  regarded  by  bank  supervisors.  Bank  II  (rated  3.15)  was  in  generally  sat- 
isfactory condition.  Bank  III  (rated  4.40)  was  classified  as  unsatisfactory.  A  bank's 
overall  rating  is  kept  confidential.  However,  in  the  industry,  it  is  understood  that 
only  a  few  banking  institutions  have  a  CAMEL  Rating  of  LOO.  Perhaps  a  few  dozen 
have  a  2.00  Rating,  and  most  of  them  are  small-to-miaoJe  size  institutions. 

Anecdotal  evidence  suggests  that  Federal  Bpnk  Regi^latory  Agencies  frequently 
assign  difTerent  weights  to  essentially  the  ram?  body  of  fpcts  describing  the  same 
elements  in  two  diflerent  banks.  Fewer  discrepancies  are  likely  to  emerge  with  re- 
spect to  capital,  earnings,  and  liquidity — each  of  which  can  be  defined  and  measured 
with  reasonable  piecision.  But  this  is  not  true  in  the  case  of  asset  qualitj'^  and  man- 
agement— whe:e  considerable  subjectivity  is  involved  in  making  p.  judgment.  Se- 
cause  of  the  difficulties  involved  in  appraising  asset  quality  and  management  com- 
petence. Bank  Examiners  soem  to  lean  in  the  conservative  direction:  in  close  cases, 
they  are  more  likely  to  assign  2.0  rather  than  1.0;  3.0  rather  than  2.0;  4.0  rather 
than  3.0;  and  5.0  rather  than  4.0.  The  net  result  is  an  overall  CAMEL  Rating  tilted 
away  from  Excellent  toward  the  Unsatisfactory  end  of  the  scale. 

The  consequences  of  the  uneven  application  of  examination  standards  are  illus- 
trated by  the  drastic  change  in  policy  adopted  by  the  U.S.  Comptroller  of  the  Cur- 
rency in  the  Winter  of  1990.  National  Bank  examiners  were  instructed  to  employ 
much  more  rigorous  standards  in  the  evaluation  of  risk  in  commercial  banks'  loan 
portfolios  than  were  used  by  FDIC  and  Federal  Reserve  examiners.  The  principal 
target  was  commercial  real  estate,  but  commercial  and  industrial  loans  were  aJso 
examined  more  closely. 

Essentially,  the  National  Bank  examiners  made  inappropriate,  use  of  appraisal 
techniques,  discounted  cash  flow  analyses,  and  other  methods  whose  overall  effect 
was  to  mark-to-market  assets  which  banks  ordinarily  carry  at  book  value.  These 
more  rigorous  valuation  standards  basically  assumed  the  borrower  was  going-out- 
of-business  soon  and  would  be  forced  to  liquidate  the  collateral  securing  the  loan 
in  the  prevailing  depressed  market. 

In  some  cases,  25  percent  to  50  percent  of  banks'  commercial  real  estate  loans 
were  downgraded  by  2  to  3  risk  levels.  As  a  result,  many  banks  had  to  increase 
their  loan  loss  reserves  while  many  others  were  forced  to  cnarge-off  significant  pro- 
portions of  their  real  estate  portfolios.  As  a  consequence,  numerous  previously  cred- 
itworthy customers  (especially  real  estate  developers)  could  not  qualify  for  new 
loans,  and  others  were  required  to  repay  existing  loans. 

Thus,  uneven  bank  examination  standards — growing  out  of  our  fragmented  Fed- 
eral Bank  Regulatory  apparatus— contributed  to  the  severe  credit  crunch  of  1990- 
91  and  aggravated  the  recession  which  occurred  in  those  years. 

II.  Reform  of  Federal  Bank  Regulation  and  Supervision 

The  Federal  Bank  Regulatory  structure  should  be  revamped.  The  Comptroller  of 
the  Currency,  the  Office  of  Thrift  Supervision,  and  the  National  Credit  Union  Ad- 
ministration should  all  be  abolished.  The  Federal  Reserve  Board  and  the  Federal 
Deposit  Insurance  Corporation  should  be  the  only  two  surviving  Agencies  with  clear- 
ly delineated  responsibilities. 

Currently  the  Federal  Reserve  Board  has  direct  or  indirect  oversight  of  the  insti- 
tutions which  hold  the  largest  amounts  of  assets  and  deposits.  As  shown  in  Table 
2,  Federal  Reserve  Member  Banks  had  73.4  percent  of  total  assets  and  71.6  percent 
of  total  deposits  held  by  insured  commercial  banks  on  March  31,  1993.  National 
Banks  held  56.8  percent  of  total  assets  and  56.9  per  cent  of  total  deposits.  State 
Member  Banks  held  16.6  percent  of  total  assets  and  14.7  percent  of  total  dej)osits. 
Insured  Nonmember  Banks  held  26.6  percent  of  total  assets  and  28.4  percent  of 
total  deposits. 
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While  National  Banks — subject  to  primary  oversight  by  the  Comptroller  of  the 
Currency — held  the  largest  concentration  of  assets  and  deposits,  they  are  legally  re- 
quired to  be  members  of  the  Federal  Reserve  System.  Therefore,  they  are  also  sub- 
ject to  examination  and  supervision  by  the  Federal  Reserve.  However,  in  order  to 
lighten  the  burden  of  supervision  on  National  Banks,  the  Federal  Reserve  has  vol- 
untarily deferred  to  the  Comptroller  of  the  Currency  with  respect  to  the  examina- 
tion of  these  institutions.  Yet,  the  Federal  Reserve  is  ultimately  responsible  for  the 
safety  and  soundness  of  National  Banks  because  it  is  the  final  source  of  liquidity 
as  the  lender  of  last  resort. 

The  Federal  Reserve  does  need  considerable  information  about  the  condition  of 
the  National  Banks  in  order  to  carry  out  its  responsibilities  for  establishing  reserve 
requirements  on  deposits  and  for  setting  conditions  for  bank  borrowing  at  the  dis- 
count window  of  Federal  Reserve  Banks.  For  all  of  these  reasons,  the  Federal  Re- 
serve should  resume  the  direct  examination  of  National  Banks.  In  addition,  since 
all  insured  depository  institutions  (including  Nonmember  Banks)  must  keep  re- 
serves specifiea  by  the  Federal  Reserve  Boaro— and  they  can  borrow  at  the  discount 
window — they  should  also  be  examined  by  the  Federal  Reserve  with  respect  to  the 
safety  and  soundness  of  their  operations. 

Moreover,  through  its  responsibility  to  regulate  Bank  Holding  Companies  (BHC's) 
the  Federal  Reserve  already  has  oversight  of  the  vast  proportion  of  banking  assets 
in  the  country.  As  shown  in  Table  3,  at  the  end  of  1992,  there  were  9,179  banking 
organizations.  Among' these,  3,536  (38.5  percent)  were  independent  banks,  and  5,643 
(61.5  percent)  were  BHC's.  But  the  latter  held  $3,225.0  billion  of  assets,  equal  to 
88.5  percent  of  the  total  of  $3,645.0  billion. 

There  were  4,771  One-Bank  Holding  Companies  (40.4  percent  of  all  banking  orga- 
nization) with  $649.0  billion  of  assets  (17.8  percent  of  the  total).  There  were  872 
Multi-Bank  Holding  Companies  with  3,506  banks  in  their  systems.  However,  while 
the  latter  accounted  for  only  29.7  percent  of  all  banking  organizations,  they  held 
70.7  percent  of  total  banking  assets. 

Currently  the  Federal  Reserve  "inspects"  Bank  Holding  Companies  and  examines 
State  Member  Banks — while  the  examination  of  National  Banks  and  Insured 
Nonmember  Banks  is  left  primarily  to  the  CC  and  FDIC,  respectively.  However,  in 
assessing  the  condition  oi  a  Bank  Holding  Company,  the  Federal  Reserve  must 
closely  scrutinize  its  main  bank  subsidiaries.  That  review  must  be  done  in  some  de- 
tail. Consequently,  with  only  a  moderate  broadening  of  the  scope  of  the  review,  a 
full  assessment  of  the  banks  condition  can  be  determined. 

Among  all  of  the  Federal  Bank  Regulatory  Agencies,  the  Federal  Reserve  is  the 
best  equipjjed  to  perform  the  required  tasks.  Through  the  12  Federal  Reserve  Banks 
and  their  25  branches,  the  Federal  Reserve  keeps  in  very  close  touch  with  all  seg- 
ments of  the  banking  and  financial  system — including  money  and  capital  markets 
at  home  and  abroad.  So,  the  Federal  Reserve  has  the  most  comprehensive  flow  of 
information  about  financial  and  business  conditions  in  the  economy  at  large,  and  it 
can  easily  obtain  it  regarding  the  situation  in  individual  institutions.  Its  large  stafi" 
of  well-trained  economists,  financial  analysts,  and  bank  examiners  enables  the  Fed- 
eral Reserve  to  conduct  bank  regulation  and  supervision  in  a  highly  professional 
manner. 

For  the  foregoing  reasons,  the  Federal  Reserve  should  be  the  primary  Federal 
Bank  Supervisory  Agency.  The  FDIC  should  also  maintain  a  regulatory  role.  It 
would  continue  to  provide  deposit  insurance,  so  it  would  need  to  nave  a  capacity 
to  examine  its  bank  "policyholders"  in  order  to  carry  out  its  underwriting  obliga- 
tions. However,  the  assessment  of  the  overall  safety  and  soundness  of  insured  banks 
would  be  shifted  to  the  Federal  Reserve. 

In  this  regard,  the  NCFIRRE  (which  I  Co-Chaired)  concluded  that  the  use  of  de- 

fiosit  insurance  to  shift  the  risk  of  speculative  ventures  to  the  taxpayer  was  a  major 
actor  behind  the  S&L  debacle.  To  help  prevent  the  reoccurrence  of  a  similar  situa- 
tion in  the  future,  the  Commission  recommended  that  the  banking  function  be  di- 
vided into  two  separate  components — (1)  "Commercial  Banking"  and  (2)  "Monetary 
Services."  In  the  Monetary  Service  division,  the  bank  would  accept  deposits  subject 
to  transfer  by  check  or  electronic  means.  All  such  deposits  would  be  insured  by  the 
FDIC  without  limitation  of  account  size.  However,  such  deposits  would  have  to  be 
invested  only  in  short-term  money  market  assets. 

In  the  Commercial  Banking  division,  the  bank  could  obtain  funds  through  a  vari- 
ety of  means — including  sale  of  commercial  paper,  short-  and  medium-term  notes, 
and  long-term  obligations.  None  of  these  banks  would  be  insured  by  the  FDIC.  The 
bank  could  use  such  funds  to  make  whatever  loans  and  investments  it  wished — in- 
cluding consumer  and  mortgage  loans,  commercial  and  industrial  loans,  debt  securi- 
ties, and  even  common  stocks.  The  only  constraint  would  be  a  requirement  to  hold 
the  appropriate  amount  of  risk -based  capital. 
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If  the  Commission's  recommendation  were  adopted,  the  resulting  banking  struc- 
ture would  correspond  closely  with  the  regulatory  structure  which  I  recommended 
above:  The  Federal  Reserve  would  have  primary  oversight  of  the  Commercial  Bank- 
ing division,  and  the  FDIC  would  have  primary  oversight  of  the  Monetary  Service 
division. 

III.  Independence  of  Bank  Regulation 

The  regulation  of  depository  institutions  should  continue  to  be  vested  in  independ- 
ent agencies  rather  than  in  the  Executive  Branch.  This  arrangement  would  main- 
tain tne  maximum  insulation  of  bank  supervision  from  day-to-day  partisan  political 
pressures — an  objective  to  which  the  Congress  has  assigned  a  high  priority  from  the 
outset  of  the  Republic.  In  pursuit  of  this  goal,  Congress  has  consistently  refused  to 
delegate  to  the  Executive  Branch  control  over  money  and  banking. 

The  U.S.  Constitution,  in  Article  I,  Section  8,  gives  to  Congress  the  authority 
".  .  .  to  coin  money  and  determine  the  value  thereof.  .  .  ."  From  the  very  beginning, 
Congress  has  interpreted  that  clause  to  include  control  over  banking  as  well  as  the 
currency.  To  implement  the  mandate,  the  Bank  of  the  United  States  was  created 
as  an  independent  institution  with  a  20-year  Charter  running  from  1791-1811. 
However,  the  Bank  was  bom  in  a  context  of  political  controversy,  and  it  suffered 
from  attempts  to  exert  political  pressures  throughout  its  life.  In  fact,  the  latter  be- 
came so  great  that  the  Bank's  charter  was  not  renewed. 

Following  the  Bank's  demise,  monetary  chaos  prevailed — which  created  great  dif- 
ficulties for  the  U.S.  Government  in  financing  the  War  of  1812.  To  bring  order  to 
the  monetary  system,  the  Second  Bank  of  the  United  States  was  created  in  1916, 
and  it,  too,  was  given  a  20-year  Charter  and  made  independent  of  the  Executive 
Branch.  Again,  politically  motivated  attempts  were  made  immediately  to  influence 
the  Bank  in  the  conduct  of  its  business.  The  intensity  of  these  attacks  was  illus- 
trated by  the  fact  that  the  Bank  become  a  maior  focus  of  the  Presidential  Cam- 
paigns in  1824  and  1828.  In  the  latter  year,  Andrew  Jackson  ran  primarily  against 
the  Bank  and  pledged  himself — if  elected — to  destroy  it.  Upon  assuming  Office,  he 
promptly  proceeded  to  do  exactly  that.  Since  the  Bank's  Charter  ran  until  1836,  he 
could  not  abolish  it  outright.  Instead,  he  crippled  the  institution  by  transferring  all 
U.S.  Government  funds  from  the  Bank  to  a  group  of  newly  created  Sub-Treasuries 
while  refusing  to  use  the  Bank  as  the  Government's  Fiscal  Agent.  So,  the  Second 
Bank  was  effectively  killed  by  political  pressures  before  its  Charter  finally  expired. 

Following  the  disappearance  of  the  Second  Bank,  a  new  era  of  chaos  reigned.  In 
this  environment  of  "free  banking,"  State  legislatures  granted  bank  charters,  and 
these  were  frequently  sold  on  the  basis  of  political  considerations. 

Congress  finally  reasserted  its  authority  to  control  money  and  banking  with  the 
creation  of  the  National  Banking  System  in  February,  1863.  In  the  same  Act,  the 
Office  of  the  Comptroller  of  the  Currency  was  created  as  an  independent  agency  to 
serve  as  Administrator  of  National  Banks. 

The  next  major  step  by  Congress  to  exercise  its  authority  over  money  and  banking 
was  taken  in  1913  with  the  establishment  of  the  Federal  Reserve  System.  The  key 
elements  in  the  new  System  were  an  independent  Federal  Reserve  Board  in  Wash- 
ington, DC,  and  12  independent,  regional  Federal  Reserve  Banks.  While  the  Board 
Members  were  nominated  by  the  President  and  confirmed  by  the  U.S.  Senate,  they 
were  given  long  tenure  (eventually  14  years)  to  provide  insulation  from  day-to-day 
political  pressures.  Nevertheless,  nearly  every  President  or  his  appointees — from 
Woodrow  Wilson  through  George  Bush — has  attempted  to  bring  explicit  political 
pressure  on  the  Federal  Reserve  in  an  e^ort  to  influence  its  conduct  of  monetary 
policy.  Undoubtedly,  only  the  Federal  Reserve's  independence  from  the  Executive 
Branch  prevented  these  politically  motivated  encroachments. 

More  recently,  the  dangers  of  political  interference  with  bank  regulation  were 
dramatized  by  the  pressures  exerted  against  the  old  Federal  Home  Loan  Bank 
Board  (FHLBBd)  in  an  attempt  to  gain  favorable  treatment  for  individual  S&L's. 
In  the  inquiry  conducted  by  the  National  S&L  Commission  which  I  Co-Chaired,  we 
documented  a  record  of  numerous  and  persistent  efforts  by  Members  of  Congress 
to  intervene  with  the  FHLBBd  to  obtain  special  treatment  for  S&L's  owned  or  con- 
trolled by  constituents  or  campaign  contributors.  We  also  identified  cases  where  offi- 
cials in  the  Executive  Branch  tried  to  further  their  general  goal  of  deregulation  by 
pressing  the  FHLBBd  to  reduce  the  scope  of  S&L  examinations  and  the  staff  re- 
sources devoted  to  them.  However,  because  the  FHLBBd  was  an  independent  agen- 
cy— for  the  most  part — it  was  able  to  resist  those  political  pressures. 

So,  given  this  nistory,  the  best  course  to  follow  is  to  keep  responsibility  for  the 
regulation  of  depository  institutions  vested  in  independent  agencies.  The  Federal 
Reserve  Board  and  the  Federal  Deposit  Insurance  Corporation  should  be  given  that 
authority. 
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Table  1 
Federal  Bank  Exeunination  Rating  Standards 


Rating 


Capital         Assets 


Examination  Standard 
Management  Earnings     Liquidity 


Total 


Weight         35 


25 


10 


15 


16 


100 


Bank  I 

L  Excellent 

2.  Outstanding 

3.  Satisfactory 

4.  Substandard 

5.  Unsatisfactory 

Sub  Total 


35 


Total/Weighted  Average 


Bankn 
L  Excellent 

2.  Outstanding 

3.  Satisfactory 

4.  Substandard 

5.  Unsatisfactory 

Sub  Total 


105 


Total/Weigiited  Average 


Bank  in 
L  Excellent 

2.  Outstanding 

3.  Satisfactory 

4.  Substandard 

5.  Unsatisfactory 

Sub  Total 


140 


TotalAVeighted  Average 


50 


75 


125 


SourcK  Pnparad  t>7  Brimmar  h  Compmny,  Inc. 


10 


30 


15  140 


L40 


30 


60 


45 


315 


3.15 


40 


75 


60 


440 


4.40 
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Table   3 


Number  and  Assets  of  Banks  and  Bank  Holding  Companies,  1992 
(Assets  in  Billions  of  Dollars) 


Category 

Independent  Banks 

Bank  Holding  Companies 

Total  Banking 
Organizat  ions 


Number  of  Oroanizations 

Per 
Number      Cent 

3,536        38.5 

5.643        61.5 


9,179 


100.0 


Assets 


Per 

Amount 

Cent; 

420 

11.5 

3,225 

98,5 

3,645 

100.0 

One-Bank  Holding  Companies  4,771  84.5 

Multi-Bank  Holding  Companies  872  15. 5 

Total  Bank  Holding 

Companies  5,643  100.0 


649 

2.576 

3,225 


20.1 
79.9 

100.0 


One-Bank  Holding  Companies   4,771 


57.6 


649 


20.1 


Multi-Banking  Holding 

Companies 

3,506 

42. 

■A 

Total 

8,277 

100. 

.0 

All  Banks 

Independent  Banks 

3,536 

29, 

.9 

In  One-Bank  Holding 

Companies 

4,771 

40. 

,4 

In  Multi-Bank  Holding 

Companies 

3,506 

29, 

/7 

Total 

11,813 

100, 

.0 

2.576       79.9 
3,225      100.0 


420 

11.5 

649 

17.8 

2,576 

70.7 

3,645 

100.0 

Source: 


Prepared  by  Brimmer  S  Company,  Inc.  Data  from  Federal  Reserve  Board. 
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TESTIMONY  OF  TIMOTHY  RYAN 
Managing  Director,  J. P.  Morgan  Securities,  Inc. 

Good  morning,  Mr.  Chairman.  It  is  a  pleasure  to  appear  before  the  Committee  on 
Banking,  Housing,  and  Urban  Affairs  to  discuss  consolidation  of  the  financial  insti- 
tutions regulatory  agencies.  My  comments  will  be  short  and  to  the  point. 

Initially,  however,  please  allow  me  to  state  for  the  record  that  the  views  I  will 
express  today  are  those  of  Tim  Ryan,  the  individual,  and  do  not  necessarily  rep- 
resent the  views  of  J.P.  Morgan. 

Today's  financial  institutions  marketplace  is  large  and  complex,  and  the  govern- 
ment's regulation  of  this  business  is  balfcanized  and  overly  cunibersome. 

There  are  4.000  national  banks  with  almost  $2  trillion  in  assets  in  the  U.S.  They 
are  regulated  oy  the  Office  of  the  Comptroller  of  the  Currency. 

The  1,000  state  chartered  member  banks  of  the  Federal  Reserve  System  hold  over 
$557  billion  in  assets  and  are  regulated  by  the  Fed.  There  are  almost  7,400  state 
chartered  non-member  banks  with  $845  billion  in  assets,  and  those  banks  are  regu- 
lated by  the  FDIC. 

The  1,757  federally  insured  private  sector  thrifi,s  with  over  $785  billion  in  assets 
fall  under  the  jurisdiction  of  the  OTS.  Add  to  that  8,500  Federal  credit  unions,  with 
$130  bUlion  in  assets,  regulated  by  the  National  Credit  Union  Administration.  And 
let's  not  forget  4,300  state  regulated,  federally  insured  credit  unions  with  $68  billion 
in  assets.  Add  it  all  up:  over  25,000  institutions,  $4  trillion  in  assets,  with  five  Fed- 
eral and  50  state  regulatory  agencies,  some  of  which  have  separate  supervisors  for 
banks,  thrifts,  and  credit  unions. 

There  is  only  one  word  to  describe  all  of  this,  and  those  of  you  who  have  ever 
driven  in  mid-town  Manhattan  will  know  exactly  what  I  am  talking  about.  The  word 
is  gridlock. 

No  one  creating  a  regulatory  system  today  would  design  such  a  mechanism. 

This  patchwork  of  supervision  was  assembled  before  most  of  us  were  born.  It  is 
the  ultimate  consequence  of  piecemeal  legislation. 

It  all  began  with  the  establishment  of  the  Comptroller  of  the  Currency  in  1863, 
when  Abraham  Lincoln  was  President.  Other  parts  were  added  early  in  this  cen- 
tury, and  the  system  was  largely  completed  with  the  Bank  Holding  Company  Act 
in  1956.  New  standards  and  specific  safety  and  soundness  requirements  were  added 
recently  in  FDICIA.  However,  the  regulatory  structure  has  never  been  comprehen- 
sively overhauled,  even  though  technology,  information  flows,  global  competition, 
private-sector  innovation,  and  consumer  sophistication  have  completely  transformed 
the  world  of  financial  services.  This  is  most  unfortunate  and  should  be  changed! 

Government  has  the  opportunity  to  make  the  regulatory  world  over  again,  not  for 
regulation's  sake,  but  for  America's  safety  and  competitiveness. 

Regulatory  Restructuring 

Regulatory  agency  restructuring  has  been  studied  for  years.  Almost  every  report 
issued  over  the  last  three  decades  has  recognized  the  need  for  and  benefits  of  con- 
solidation. 

Most  recently,  the  Bush  Administration  proposed  (i)  the  creation  of  a  new  Office 
of  Depository  Institutions  Supervision  to  regulate  national  banks  and  their  holding 
companies,  savings  associations,  and  savings  and  loan  holding  companies;  (ii)  the 
dissolution  of  the  OTS  and  the  Office  of  the  Comptroller  of  the  Currency  ("OCC") 
one  year  after  creation  of  the  new  Office  of  Depository  Institutions  Supervision;  and 
(iii)  the  transfer  of  primary  supervisory  responsibility  for  non-member  state  banks 
from  the  FDIC  to  the  Federal  Reserve.  This  eflbrt  failed  like  all  of  its  predecessors. 

What  is  the  best  structure?  Simply  stated,  I  believe  that  all  bank  and  thrift  regu- 
latory activities  should  be  consolidated  into  one  agency.  This  agency  should  have  all 
of  the  authority  that  today  is  vested  in  the  multiple  agencies.  1  know  this  proposal 
will  raise  turf  issues.  That  debate,  however,  is  not  worth  the  time  or  energy.  Where 
a  consolidated  agency  is  placed  on  a  government  organizational  chart  is  less  impor- 
tant than  the  fact  that  consolidation  takes  place.  A  new  agency  could  easily  be 
placed  in  the  Treasury  or  the  Federal  Reserve.  Alternatively,  a  new  independent 
agency  could  be  created  with  Presidential  appointees  as  the  deciding  officials. 

The  one  place  it  should  not  be  placed  is  the  FDIC. 

With  FIFFEA,  government  began  the  process  of  separating  the  Federal  regulatory 
function  from  the  Federal  insurance  functions  and  of  making  the  insurer  the  back- 
up regulator.  The  actions  of  the  former  Federal  Home  Loan  Bank  Board  as  both 
thrift  regulator  and  governing  board  of  the  FSLIC  demonstrated  judgments  can  be 
influenced  when  mixed  with  insurance  concerns. 

Therefore,  I  believe  the  Bush  Administration  was  absolutely  correct  when  it  pro- 
posed to  complete  the  process  of  disentangling  the  regulatory  function  from  the  in- 


63 

surance  function  by  transferring  primary  siipervisory  responsibility  for  non-member 
state  banks  from  the  FDIC  to  the  Federal  Reserve  Board.  I  personally  believe  that 
the  FDIC  should  be  the  insurer  and  have  back-up  regulatory  authority  over  all  in- 
sured financial  institutions;  it  should  not  be  a  primary  Federal  regulator. 

Thank  you  for  the  opportunity  to  express  my  views  on  agency  consolidation.  Con- 
solidation makes  sense  and  could  be  easily  implemented  over  a  two-year  period. 
Now,  its  time  to  '|just  do  it." 

TESTIMONY  OF  RICHARD  C.  BREEDEN 
Co-Chairman  Financial  Services  Group,  Coopers  &  Lybrand 
Former  Chairman,  U.S.  Securities  and  Exchange  Commission 
Concerning  Organization  of  Federal  Financial  Regulation 

Chairman  Riegle  and  Members  of  the  Committee: 

The  topic^  of  consolidating  the  regulation  of  insured  depository  institutions  that 
you  have  kindly  invited  me  to  discuss  is  an  important  one,  but  one  that  has  proved 
difficult  to  solve  for  a  long  time.  However,  perhaps  the  attention  now  being  given 
to  the  task  of  eliminating  unnecessary  expenditures  by  our  government  will  create 
the  conditions  for  a  successful  effort  to  reduce  the  waste,  duplication  and  unneces- 
sary expense,  public  and  private,  caused  by  our  current  Federal  financial  regulatory 
system.  Done  correctly,  an  overhaul  of  the  Federal  system  of  banking  regulation 
could  result  in  both  lower  public  expenditures  and  a  far  more  efTective  system. 

My  views  on  this  subject  have  been  shaped  by  nearly  three  years  of  work  as  stafT 
director  of  then  Vice  President  George  Bush's  Task  Group  on  Regulation  of  Finan- 
cial Services  (the  "Bush  Task  Group").  The  Bush  Task  Group  was  created  in  late 
1982  to  address  the  problems  of  overlap,  duplication  and  ineffectiveness  that  were 
then  apparent  in  the  Federal  financial  regulatory  system.  The  group  included  as 
members  the  heads  of  all  the  Federal  financial  r^ulatory  agencies,  as  well  as  sev- 
eral members  of  President  Reagan's  cabinet.  The  Task  Group  issued  its  final  report, 
containing  roughly  50  recommendations  for  specific  reforms,  in  late  1984. 

From  1989-1993,  I  had  the  great  privilege  of  serving  as  Chairman  of  the  U.S.  Se- 
curities and  Exchange  Commission.  In  some  respects,  the  securities  regulatory  sys- 
tem is  the  operational  opposite  of  the  U.S.  bank  regulatory  system.  The  SEC  is  the 
"integrated"  regulator  for  all  aspects  of  regulation  of  U.S.  securities  markets,  as  well 
as  regulating  broker-dealers,  mutual  funds,  investment  advisors  and  most  other 
participants  in  the  securities  markets.  Thus,  the  SEC  is  exactly  the  structure  that 
could  be  copied  for  consolidation  of  the  activities  of  the  current  depository  institu- 
tion regulators.^  I  hope  that  my  observations  concerning  that  system  might  be  use- 
ful to  the  Committee  in  considering  the  problems  of  the  Federal  bank  regulatory 
system. 

The  Problem 

Our  current  bank  regulatory  system  is  simply  too  big,  too  costly  and  too  ineffi- 
cient. At  a  time  when  we  face  extremely  difficult  and  painful  choices  as  a  nation 
regarding  resource  allocation  and  government  spending  priorities,  it  is  surprising 
that  the  bank  regulatory  system  has  remained  seemingly  immune  to  reductions  in 
overcapacity  and  elimination  or  privatization  of  unnecessary  functions.  Indeed,  the 
total  employment  of  the  depository  regulatory  agencies  in  the  U.S.  is  over  40,000 
persons.  This  exceeds  the  size  of  several  NATO  armies,  and  it  is  more  than  15  times 
greater  than  the  total  employment  of  the  SEC,  even  though  the  SEC  oversees  ap- 

{>roximately  the  same  number  of  entities  of  different  types  with  aggregate  assets  at 
east  double  all  the  deposits  of  banks  and  thrifts  in  the  U.S.^ 


^Mr.  Breeder!  is  currently  Co-Chairman  of  the  Financial  Services  Group  of  Coopers  & 
Lybrand,  and  Vice  Chairman  of  the  firm's  International  Financial  Services  Group.  However,  the 
views  expressed  in  this  testimony  are  those  of  Mr.  Breeden  in  an  individual  capacity,  and  do 
not  in  any  way  reflect  the  views  of  Coopers  &  Lybrand,  or  any  of  its  partners  or  employees. 

*Of  course  there  is  considerable  overlap  and  duplication  between  the  SEC  and  the  CFTC,  a 
separation  that  has  been  at  least  as  resistant  to  change  as  the  fragmentation  of  responsibility 
among  the  bank  regulatory  agencies.  As  with  the  bank  regulatory  system,  maintaining  separate 
agencies  for  closely  related  securities  and  futures  markets  results  in  unnecessary  additional 
public  cost  due  to  redundant  overhead  and  support  costs,  and  generally  less  effective  r^ulation 
than  would  be  true  with  a  single  agency  to  perform  both  functions. 

^Not  all  of  these  employees  are  engaged  in  supervision.  Large  numbers  of  personnel  in  this 
system  are  engaged  in  asset  liquidation,  check  clearing  and  other  functions  that  do  not  relate 
directly  to  supervision,  and  which  could  be  privatized. 
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As  we  have  for  many  years,  the  United  States  today  maintains  three  separate 
agencies  to  supervise  the  activities  of  commercial  banks,  and  a  fourth,  the  Ofiice  of 
Thrift  Supervision,  to  supervise  savings  institutions  that  are  functionally  equivalent 
in  all  practical  respects  to  commercial  oanks.  All  four  agencies  duplicate  many  inter- 
nal support  and  administrative  functions  such  as  personnel,  facilities,  data  process- 
ing, legal,  etc.  All  four  agencies  also  must  use  highly  compensated  professional  staff 
to  reconcile  policies  and  views  to  one  another,  rather  than  simply  establishing  and 
applying  policies  such  as  examination  standards.  All  four  agencies  must  enforce  ex- 
ceedingly detailed — and  in  some  cases  overly  detailed — laws  and  regulations  con- 
cerning bank  operations. 

Possible  Improvements 

Two  specific  areas  of  both  waste  and  ineffectiveness  documented  by  the  Bush 
Task  Group  were  the  system  of  bank  holding  company  regulation  and  the  lack  of 
uniform  regulation  of  bank  securities  activities.  In  1956,  Congress  passed  the  Bank 
Holding  Company  Act  to  deal,  among  other  things,  with  banks  that  were  evading 
interstate  banking  barriers  through  incorporation  of  multiple  banks  under  common 
ownership  by  a  holding  company.  At  that  time  there  were  only  a  few  dozen  such 
entities.  Congress  gave  the  Federal  Reserve  Board  the  authority  to  oversee  all  such 
holding  companies,  even  if  the  bank  or  banks  that  are  owned  by  the  holding  com- 
pany are  already  regulated  by  the  OCC  or  FDIC. 

Over  the  intervening  years,  many  thousands  of  holding  companies  have  been  cre- 
ated. If  there  was  only  one  banking  agency,  it  would  be  relatively  simple  for  that 
agency  to  supervise  both  the  bank  and  its  holding  company  (which  may  not  have 
significant  independent  operations  other  than  holding  the  snares  of  the  bank),  and 
to  detect  and  evaluate  financial  risks  and  exposure  involving  intragroup  flows  of 
funds.  However,  under  the  current  system  in  most  cases  different  Federal  agencies 
supervise  the  bank  and  the  holding  company.  This  means  that  the  agency  personnel 
supervising  the  parent  company  frequently  duplicate  work  already  done  by  the  per- 
sonnel of  the  agency  that  supervises  the  bank.  This  fragmentation  of  oversight  of 
what  in  the  real  world  is  a  single  company  makes  the  cost  of  supervision  substan- 
tially higher  both  for  the  government  and  for  the  banking  organization. 

To  remedy  this  problem,  the  members  of  the  Bush  Task  Group  unanimously  rec- 
ommended that  in  general  whatever  agency  was  supervising  the  bank  (or  the  larg- 
est bank  in  a  multibank  holding  company)  should  also  supervise  the  related  holding 
company.  This  would  dramatically  reduce  unnecessary  costs  and  at  the  same  time 
improve  the  efficacy  of  oversight.  Oversight  would  be  better  because  a  single  agency 
would  have  comprehensive  information  on  the  entire  organization,  and  the  account- 
ability of  that  agency  for  a  supervisory  lapse  would  be  unmistakable.  Indeed,  these 
benefits  could  be  achieved  even  if  there  were  still  two  or  even  three  supervisory 
agencies  rather  than  only  one.  It  would  be  a  substantial  improvement  from  the  sta- 
tus quo  if  each  banking  company  could  have  a  single  regulator  (rather  than  two  or 
three),  even  if  there  were  more  than  one  regulator  for  tne  country.^  Obviously  con- 
solidation into  a  single  bank  regulator,  which  the  Bush  Task  Group  did  not  rec- 
ommend, would  automatically  achieve  this  reform. 

Another  example  of  the  potential  for  both  lower  costs  and  greater  effectiveness  is 
the  current  duplication  of  effort  in  the  oversight  of  bank  securities  filings.  Under 
current  law,  all  bank  and  savings  and  loan  holding  companies  must  file  their  reg- 
istration statements  for  offerings  of  securities  with  the  SEC,  as  do  all  other  types 
of  companies.  However,  for  reasons  that  are  difficult  to  discern.  Congress  mandated 
in  the  1960's  that  a  bank  or  a  savings  and  loan  that  is  not  a  part  of^a  holding  com- 
pany should  be  exempt  from  the  requirement  of  registering  a  securities  offering  with 
the  SEC  under  the  Securities  Act  of  1933,  or  of  making  periodic  filings  under  the 
Securities  Exchange  Act  of  1934.  For  these  companies  the  relevant  bank  and  thrift 
supervisor  is  charged  with  applying  a  parallel  version  of  the  law. 

As  of  the  time  of  the  Bush  Task  Group,  about  500  banks  (mostly  small)  and  a 
larger  number  of  savings  and  loans  utilized  this  exemption  to  sell  securities  to  the 
general  public  subject  to  oversight  of  the  offering  by  the  relevant  bank  or  S&L  su- 
pervisor, not  the  SEC.  This  means,  of  course,  that  five  agencies  rather  than  one 
must  hire  and  train  a  staff  competent  to  review  a  securities  offering.  While  the  SEC 
already  has  the  personnel  and  other  systems  in  place  to  handle  thousands  of  filings 
each  year,  the  banking  agencies  must  duplicate  this  effort  on  a  much  smaller  scale 
in  oraer  to  avoid  having  a  small  bank  register  its  securities  with  the  SEC  just  like 


■^The  Bush  Task  Group  tried  to  create  two  supervisory  agencies  for  banks,  with  one  for  state- 
chartered  firms  and  one  for  nationally-chartered-firms.  This  was  an  attempt  to  b^n  to  consoli- 
date the  system  even  though  a  single  agency  was  not  a  practical  possibility. 
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a  small  bank  holding  company,  a  small  retailer  or  any  other  type  and  size  of  com- 
pany would  do. 

As  with  the  recommendation  concerning  bank  holding  companies,  the  Bush  Task 
Group  unanimously  recommended  that  regulation  of  securities  offerings  by  banks 
and  S&L's  should  be  centralized  in  the  SEC  along  with  all  other  types  of  offerings. 
In  addition  to  allowing  the  four  depository  agencies  to  eliminate  redundant  person- 
nel or  assign  them  to  productive  tasks,  this  change  would  unquestionably  improve 
and  strengthen  the  eflectiveness  of  investor  protection  which  is  the  purpose  of  the 
securities  laws. 

Both  of  the  reforms  described  above  concerning  bank  holding  company  regulation 
and  the  oversight  of  securities  offerings  by  banks  and  S&L's  remain  just  as  valuable 
today  as  they  were  when  they  were  first  proposed  almost  a  decade  ago.  Indeed,  the 
movement  of  banks  into  the  sale  of  mutual  funds  is  creating  even  more  tensions  and 
potential  problems  due  to  the  failure  of  Congress  to  implement  fully  the  principle 
of  "functional  regulation"  in  bank  securities  activities. 

This  principle  is  simple:  when  banks  are  engaged  in  securities  activities  like  sell- 
ing stocKs  and  bonds  or  sponsoring  mutual  funds  they  ought  to  be  regulated  by  the 
same  people,  and  under  the  same  rules,  as  all  other  participants  in  those  busi- 
nesses. The  alternative  of  four  separate  banking  agencies  trying  to  regulate  mutual 
fund  activities  in  competition  with  the  SEC  seems  inordinately  wasteful,  and  runs 
the  risk  that  people  with  less  expertise  in  that  particular  area  could  make  mistakes 
with  serious  harm  to  the  investing  public.  Why  shouldn't  we  use  the  first  team  rath- 
er than  the  J.V.  squad,  especially  when  it  would  promote  consistency  of  regulation, 
minimize  the  risk  of  confusion  due  to  difiering  standards,  preclude  any  tendency  of 
a  race  to  the  bottom  and  cost  far  less  for  the  public?  In  addition,  by  lowering  the 
unnecessary  costs  of  the  banking  agencies,  we  might  be  able  to  lighten  the  cost  bur- 
den that  these  agencies  place  on  tne  industry,  which  is  large  enough  to  represent 
a  substantial  competitive  disadvantage  for  banks. 

Of  course  total  consolidation  of  the  bank  and  thrift  agencies  would  allow  substan- 
tial cost  savings  through  the  elimination  of  redundant  facilities,  staff  and  other 
overhead.  However,  such  proposals  have  repeatedly  failed  in  the  past  because  in  any 
consolidation  there  would  be  at  most  one  wmner,  m  terms  of  turi,  and  at  least  three 
losers.  Whether  using  new  math  or  old  math,  that  possibility  has  never  generated 
enou^  political  support  to  offset  the  opposition  of  affected  agencies.  More  specifi- 
cally, the  idea  of  consolidation  has  broken  down  over  the  issue  of  what  agency  would 
do  the  supervising.  This  has  historically  boiled  down  to  a  debate  over  the  Federal 
Reserve,  which  opposes  any  plan  to  eliminate  its  supervisory  role,  and  the  other 
agencies  that  oppose  any  centralization  into  the  Fed.  The  result  of  that  intractable 
debate  has  been  stalemate  and  inaction. 

While  offering  a  tool  to  reduce  costs,  consolidation  may  also  create  new  problems. 
Regulatoiy  monopolies  can  be  inflexible,  inefiicient  and  myopic,  just  like  private  mo- 
nopolies. While  former  Fed  Chairman  Arthur  Bums  rightly  warned  of  tne  dangers 
of  a  "race  to  the  bottom"  in  supervision,  there  is  also  a  danger  that  a  regulator  that 
is  too  centralized  could  be  slow  to  respond  to  change  in  the  marketplace. 

In  addition,  a  single  regulator  that  was  badly  led  could  create  a  larger  systemic 
risk  than  occurs  when  there  are  multiple  sources  of  decisionmaking.  Considerable 
academic  and  practical  experience  suggests  that  while  the  cost  savings  of  consolida- 
tion can  be  very  significant,  it  is  important  not  to  centralize  or  consolidate  to  the 
point  that  critical  flexibility  is  lost.  Japan  and  other  countries  have  utilized  highly 
centralized  bureaucracies  that  have  not  prevented  financial  system  problems,  and 
that  in  some  cases  may  have  had  a  counterproductive  effect. 

In  addition  to  risking  the  flexibility  in  our  system,  centralization  across  different 
types  of  products  or  different  legal  and  supervisory  systems  may  increase  costs  and 
produce  counterproductive  resmts.  Thus,  consolidating  the  four  depository  regu- 
lators into  either  one  or  two  agencies  is  a  much  simpler  exercise  than  consolidating 
regulation  of  insured  lending  institutions  and  uninsured  securities  firms.  Because 
one  system  is  federally  insured  and  the  other  should  never  be  insured  by  the  public, 
the  two  systems  operate  on  often  radically  difTerent  legal  and  supervisory  principles. 
In  my  view  a  single  agency  combining  banking  and  securities  supervision  would  be 
much  worse  than  a  system  in  which  there  was  one  depository  regulator  and  one 
market  regulator.  Furthermore,  there  would  be  an  enormous  macroeconomic  risk 
that  any  such  regulator  would  possibly  seek  to  promote  financing  activity  of  one 
type  at  the  expense  of  another.  Here  the  U.S.  system  has  proven  superior  to  a  sys- 
tem of  "universal  banking"  among  private  firms,  because  the  U.S.  is  able  to  rely  on 
either  the  banking  system  or  the  securities  market  to  provide  financing  for  the  econ- 
omy even  if  the  other  market  is  not  functioning  well.  This  structural  aspect  of  our 
system  provides  us  with  a  highly  beneficial  degree  of  redundancy  in  our  basic  fi- 
nancing capacity.  Therefore,  the  advantages  of  consolidation  among  the  banking  and 
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thrift  agencies  would  not  result  from  a  consolidation  of  banking  and  market-oriented 
regulators  like  the  SEC  and  CFTC. 

Privatizing  agency  activities  like  asset  liquidation  or  check  clearing  could  also 
help  to  reduce  costs  for  banks  sharply,  and  indirectly  for  the  public.  Whue  a  govern- 
ment role  in  the  funds  transfer  and  payments  system  is  important  for  confidence 
purposes,  the  privately-operated  clearing  facilities  of  securities  markets  suggest  that 
much  of  the  job  of  clearing  checks  and  wiring  funds  could  be  privatized  to  a  greater 
degree  than  occurs  today.  In  addition  to  consolidating  supervision  of  a  bank  and  its 
holding  company,  bank  holding  company  regulation  could  be  lightened  substantially. 
Here  "consolidated"  supervision  has  not  worked  to  prevent  bank  failures,  and  it  has 
created  immense  costs  for  regulated  entities.  Regulators  unquestionably  need  the 
power  to  examine  suspicious  transfers  of  funds,  and  to  form  a  comprehensive  analy- 
sis of  the  risks  of  the  consolidated  institution.  What  regulators  don't  need  is  the 
ability  to  set  permit-style  requirements  for  holding  company  activities,  or  even  "con- 
solidated" capital  requirements. 

General  Electric  is  a  good  example  of  a  'Taroker-dealer  holding  company."  Though 
the  SEC  actively  monitors  the  capital  levels  of  G.E.'s  broker-dealer  subsidiary,  the 
SEC  does  not  seek  to  determine  how  G.E.  allocates  capital  within  the  company. 
That  is  the  function  of  the  board  of  directors  of  G.E.,  and  they  can  make  a  better 
judgment  than  any  government  agency  would  be  able  to  make.  Here  the  role  of  the 
SEC  is  to  monitor  nsk  among  affiliates,  not  to  seek  to  regulate  all  the  businesses 
of  the  parent  company. 

Use  of  "self-regulatoiy"  bodies  is  another  way  that  the  SEC  is  able  to  economize 
on  the  cost  of  supervision.  Today  the  New  York  Stock  Exchange  (NYSE),  the  Na- 
tional Association  of  Securities  Dealers  (NASD)  and  the  other  securities  and  options 
SROs  are  very  active  and  vital  participants  in  the  supervisory  system  for  securities 
markets.  They  employ  highly  skilled  supervisory  specialists  and  examiners,  as  well 
as  utilizing  sophisticated  computer  monitoring  systems.  The  cost  of  this  oversight 
is  not  passed  on  to  the  taxpayers,  but  handled  directly  by  the  SROs.  Because  the 
SEC  oversees  their  activities,  as  well  as  the  high  level  of  commitment  of  the  SROs, 
this  system  has  been  able  to  be  highly  effective  though  it  is  in  part  "privatized." 
Switzerland  and  other  countries  rely  at  least  in  part  on  private  accounting  firms  for 
the  examination  of  banking  institutions,  thereby  seeking  to  achieve  similar  results. 

Unquestionably  the  greatest  way  to  improving  the  current  bank  regulatory  system 
would  be  to  reduce  substantially  the  level  of  Federal  deposit  insurance.  Deposit  in- 
surance has  substantially  if  not  completely  eroded  market  disciplines  in  banking, 
with  the  result  that  we  have  been  forced  to  replace  what  the  market  would  do  for 
free  with  thousands  upon  thousands  of  regulators  and  highly  detailed  regulations. 
Here  I  am  not  an  advocate  of  simply  "deregulating"  banking,  as  long  as  taxpayer 
money  is  pledged  to  back  up  all  the  losses  of  the  system.  However,  there  is  not  any 
reason  that  the  taxpayers  should  be  forced  to  underwrite  the  losses  of  poorly  run 
institutions. 

Tens  of  millions  of  Americans  now  use  money  market  funds  for  their  "checkable" 
deposits,  not  money  market  deposit  accounts  or  checking  facilities  at  depository  in- 
stitutions. Customers  are  able  to  judge  whether  they  prefer  a  highly  regulated  but 
completely  uninsured  product  such  as  the  money  market  fund,  or  whether  they 
want  a  government  insured  product  with  greater  protection  against  decline  in  value 
of  the  principal  of  their  deposit  but  lower  current  return.  While  reform  of  deposit 
insurance  is  not  the  subject  of  today's  hearing,  it  is  a  long  overdue  means  of  restor- 
ing a  greater  degree  of  market  discipline  to  the  depository  system.  Market  dis- 
ciplines are  far  more  powerful  and  more  effective  than  "bureaucratic"  disciplines, 
and  the  market  provides  its  discipline  free  of  charge. 

Conclusion 

Over  the  past  sixty  years,  the  Federal  financial  regulatory  system  has  grown 
steadily  larger,  more  complex,  and  more  costly  for  both  taxpayers  and  regulated  in- 
stitutions. There  have  been  many  useful  efforts  to  reduce  costs  or  unnecessary  regu- 
lation within  and  across  agencies,  but  these  efforts  have  been  outpaced  by  the  ex- 
pansion of  the  overall  system.  Today's  bank  regulatory  system  is  so  costlv  that  it 
is  creating  a  major  threat  to  the  competitiveness  of  commercial  banks,  and  thereby 
undercutting  to  some  degree  the  objectives  the  system  is  designed  to  achieve.  Un- 
questionably there  is  room  to  reduce  the  size  of  the  system  by  a  very  significant  pro- 
portion. Even  a  cut  of  20-50  percent  in  terms  of  both  cost  and  personnel  could  be 
done  in  a  means  that  would  improve  rather  than  weaken  our  supervisory  system. 

This  problem  has  grown  more  serious  over  time,  and  it  is  impossible  for  any  sin- 
gle agency  to  solve  on  its  own.  Congress  and  the  Administration  nave  numerous  pos- 
sible approaches  that  have  been  suggested  in  the  past,  and  undoubtedly  many  new 
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suggestions  could  be  developed.  To  date  those  assigned  to  pursue  improvements  in 
this  area  have  found  many  possible  savings,  but  inadequate  understanding  by  the 
public  or  will  on  the  part  of  either  the  Executive  or  the  Legislative  Branch  to  over- 
ride agency  or  industry  turf  concerns.  With  a  new  willingness  to  confront  unneces- 
sary or  wasteful  expenditure  in  government,  the  arena  offinancial  regulation  offers 
many  opportunities  to  utilize  proven  techniques  to  accomplish  supervision  more  effi- 
ciently, and  with  far  less  cost  and  competitive  damage  to  U.S.  financial  firms. 


STATEMENT  OF  H.  JOE  SELBY 

Mr.  Chairman,  Members  of  the  Committee,  I  am  pleased  to  have  been  invited  to 
offer  my  views  on  the  need  for  consolidation  of  the  bank  regulatory  apparatus.  They 
are  offered  from  my  observations  and  experiences  garnered  in  a  34  year  career  as 
a  Federal  banking  and  thrift  regulator. 

The  present  regulatory  apparatus  is  outdated  and  outmoded.  Created  in  response 
to  financial  crises  and  to  the  introduction  of  new  financial  products,  it  has  been  ren- 
dered inefficient  and  ineffective  in  many  respects  by  the  rapid  changes  in  the  finan- 
cial system.  The  present  structure  of  regulation  became  cumbersome  and  complex 
as  distinct  types  of  institutions  began  to  offer  similar  products  and  services. 

The  public  interest  would  best  oe  served  by  a  Federal  regulatory  structure  that 
allocates  responsibilities  by  function  i.e.  monetary  policy,  safety  and  soundness  and 
compliance  with  law,  and  deposit  insurance.  Multiple  Federal  agencies  with  overlap- 
ping responsibilities  only  promote  duplication,  inconsistency,  and  inefficiency. 

Tne  independence  of  a  Federal  regulatory  structure  is  necessary  to  ensure  that 
executive  branch  limitations  are  not  placed  on  the  ability  of  the  regulator  to  set  and 
exercise  prudent  policies  and  procedures  for  the  safety  of  the  entire  system. 

Your  deliberations  on  the  issue  of  consolidation  of  the  financial  institution  regu- 
latory structure  are  appropriate.  The  framework  presently  in  place  no  longer  serves 
a  financial  system  which  has  evolved  dramatically  in  the  past  several  decades.  Also, 
weaknesses  in  the  structure  have  been  highlighted  by  recent  financial  events.  For 
example,  the  thrift  failure  of  the  1980's  demonstrated  deregulation  without  strong 
supervision  carries  a  heavy  cost  to  the  public.  Furthermore,  the  failure  of  world- 
wide BCCI  exposed  the  hazards  of  overlapping  supervisory  jurisdictions,  and  the 
LDC  debt  crisis  and  serious  dislocations  in  the  commercial  banking  industry  also 
underscore  the  need  for  a  more  rational  structure. 

There  certainly  is  precedent  for  studying  the  need  for  consolidation  of  the  finan- 
cial regulatory  system.  As  early  as  1939;  the  Brookings  Report  made  recommenda- 
tions on  agency  restructuring,  and  there  have  many  since  that  time.  My  only  in- 
volvement nas  been  to  assist  the  Comptroller  in  his  efforts  as  a  task  force  member 
on  the  Blueprint  for  Reform:  The  Report  of  the  Task  Group  on  Regulation  of  Finan- 
cial Services  (July  1984).  As  might  be  expected  from  a  proposal  with  thirteen  prin- 
cipals from  a  variety  of  regulatory  agencies  who  served  as  task  force  members,  the 
proposals  represent  a  certain  degree  of  compromise  concomitant  with  degrees  of  in- 
dividual task  force  members'  influence.  Nevertheless,  this  study  and  the  others  pro- 
vide evidence  that  a  problem  with  the  regulatory  structure  has  existed  for  at  least 
as  long  as  1939. 

An  assessment  of  the  regulatory  structure  should  include  a  consideration  of  (1) 
the  purposes  of  Federal  financial  regulation,  (2)  the  changes  in  the  financial  system, 
and  (3)  the  problems  in  the  existing  regulatory  framework. 

Goals  of  Federal  Financial  Regulation 

Regulation  of  Federal  financial  institutions  serves  to  promote  a  competitive  and 
vital  financial  system  for  the  country.  The  public  interest  is  best  served  by  healthy, 
competitive  depository  financial  institutions  free  to  deliver  financial  services  and 
products  desired  by  customers. 

Balanced  against  this  goal  of  a  competitive  and  sound  system  are  national  inter- 
ests that  are  promoted  by  regulation,  such  as  (1)  maintaining  an  efficient  payment 
system;  (2)  preserving  a  stable  money  supply;  (3)  assuring  broad  credit  availability; 
and  (4)  preventing  undue  concentrations  of  economic  power.  Traditionally,  these 
have  been  accompushed  by  providing  Federal  deposit  insurance,  regulating  and  su- 
pervising depository  institutions  to  assure  a  safe  and  sound  financial  system,  and 
maintaining  a  strong  and  independent  central  bank. 

Conflicts  often  arise  in  maintaining  this  sensitive  balance.  The  assurance  of  credit 
availability  by  weak  and  troubled  institutions,  and  further  credit  to  troubled  seg- 
ments of  the  economy  or  industries,  is  often  detrimental  and  in  conflict  with  safety 
and  soundness.  As  a  thrift  regulator  in  Texas  at  the  height  of  the  crisis,  charges 
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of  redlining  and  credit  denial,  and  even  of  taking  precipitous  supervisory  action, 
were  aU  laid  at  the  door  of  the  regulator  by  the  very  institutions  and  industries  that 
contributed  the  most  to  the  failure.  In  the  same  light,  a  deregulated  thrift  industry 
in  a  free  market,  absent  a  strengthened  regulatory  structure,  did  not  serve  the  na- 
tional interest. 

Changes  in  the  Financial  System 

The  past  is  prologue.  The  financial  services  industry  has  and  will  continue  to  be 
reshaped  by  tremendous  change,  whether  it  will  consist  of  continual  geographical 
and  product  expansion,  deregulation,  technological  advances,  consolidation  or  effects 
of  government  action. 

It  is  appropriate  for  government,  in  the  current  pace  of  change,  to  not  only  assess 
whether  existing  policies,  regulations  and  laws  are  appropriate,  but  to  introduce  re- 
forms that  accommodate  and  address  the  changes  to  facilitate  the  maintenance  of 
a  competitive  and  vital  financial  system.  The  distinctions  between  banks  and  thrifts 
and  between  depository  and  nondepository  institutions  used  to  be  clear,  but  such  in- 
stitutional differences  are  disappearing.  Reform  of  a  regulatory  apparatus  must  con- 
sider the  changing  structure  of  the  financial  system  its  regulates  and  supervises. 

Problems  in  Present  Regulatory  Framework 

The  present  system  of  Federal  financial  regulation  began  with  a  crisis — the  Civil 
War.  Since  then,  other  crises  and  circumstances  have  patched  and  glued  the  struc- 
ture. The  introduction  of  new  financial  products  basically  guided  the  construction 
of  the  framework,  since  Federal  financial  regulation  was  geared  to  function.  This 
was  particularly  evident  in  terms  of  credit  offered  to  borrowers:  each  depository  in- 
stitution had  its  specialty,  e.g.,  commercial  loans  for  banks,  residential  mortgage 
loans  for  thrifts,  consumer  loans  for  credit  unions.  Functional  regulation  was 
achieved  because  each  regulator  focused  on  a  particular  type  of  institution. 

As  the  different  types  of  financial  institutions  are  increasingly  offering  similar 
products  and  services  and  compete  in  the  same  market,  the  Federal  financial  insti- 
tution regulators  now  oversee  a  variety  of  functions.  Distinctions  are  no  longer  clear 
among  depository  institutions  and  the  existing  regulatory  structure  has  become 
complex  and  cumbersome.  Overlapping  responsibilities  are  replete  among  a  plethora 
of  agencies: 
— (5)  Federal  agencies  have  primary  regulatory  and  supervisory  responsibility  over 

federally  insured  depository  institutions 
— 2  Federal  deposit  insurers,  with  3  funds 
— 2  Federal  agencies  perform  a  liquidity  function 
— 2  Federal  agencies  perform  a  liquidation  function 

In  addition,  one  or  more  state  regulatory  agencies  in  each  of  the  50  states  are  re- 
sponsible for  state-chartered  financial  institutions.  Another  Federal  body,  the  Fed- 
eral Financial  Institutions  Examination  Council,  was  established  by  Congress  in  the 
mid-1970's  to  try  to  coordinate  certain  activities  of  the  primary  regulators. 

The  existing  framework  has  become  increasingly  inefficient.  The  supervision  of 
bank  holding  companies  and  their  af^liates,  for  example,  does  not  represent  a  divi- 
sion of  responsibility,  but  rather  a  duplication  of  responsibility.  A  majority  of 
multibank  holding  companies  contain  at  least  one  bank  which  is  nationally  char- 
tered and  at  least  one  bank  which  is  state  chartered.  It  is  not  uncommon  for  a  hold- 
ing company  system  to  include  national  banks,  state  member  banks  and  state 
nonmember  banks,  possibly  in  several  states.  Even  more  astounding  is  that  there 
are  federally  insured  state-chartered  banks  and  thrifts,  in  addition  to  the  state  regu- 
lators, subject  to  supervision  by  two  Federal  agencies. 

The  possibilities  for  regulatory  confusion  and  duplication  are  real  and  present 
concerns.  A  multiplicity  of  Federal  regulators  with  safety  and  soundness  jurisdiction 
over  various  segments  of  an  integrated  business  enterprise,  or  even  a  single  finan- 
cial institution,  represents  governmental  overkill  at  its  best.  At  its  worse,  the  ap- 
proach is  usually  conflicting  and  uncoordinated,  and  overburdens  bank  management 
with  excessive,  duplicative,  and  inconsistent  regulatory  demands. 

It  has  often  been  promoted  that  a  multitude  of  regulatory  agencies  will  provide 
a  competitive  spirit  that  produces  innovation,  professionalism  and  a  spirit  to  be  the 
best.  My  experience  has  shown  it  can  be  unproductive  due  to  a  lack  of  cooperation 
and  a  protection  of  turf.  Furthermore,  real  duplicative  cost,  both  in  terms  of  admin- 
istrative and  productive  costs,  is  imposed  by  a  multiplicity  of  Federal  agencies  per- 
forming identical  functions.  One  primary  Federal  regulator  would  suffice  and  would 
have  the  integrity  and  professionalism  to  satisfy  all  interests. 


69 

Conclusions 

The  framework  by  which  financial  institution  regulation  and  supervision  is  ef- 
fected at  the  Federal  level  is  outdated  and  outmoded.  A  reorganization  along  func- 
tional responsibilities  would  strengthen  the  effectiveness  of  regulation,  promote  effi- 
ciencies and  serve  the  public  interest.  The  reorganization  should  encompass  aU  Fed- 
eral agencies  that  regulate  federally-insured  depository  institutions,  i.e.  banks, 
thrifts,  credit  unions. 

Financial  institution  regulation  has  historically  followed  a  separation  of  functions, 
albeit  by  specialized  type  of  institution.  Appropriately,  the  responsibilities  of  each 
Federal  agency  are  specific  and  distinct.  Preservation  of  an  insurance  fund  reposes 
with  a  deposit  insurer,  while  a  depository  institution  supervisor  ensures  that  indi- 
vidual institutions  are  operating  within  the  parameters  of  safety  and  soundness  and 
that  the  system  is  healthy  and  stable.  The  separation  of  responsibility  is  necessary 
to  ensure  that  overall  policy  goals  are  achieved.  Regulation  by  function,  therefore, 
should  relate  to  specific  policy  responsibilities. 

There  is  a  fear  that  a  concentration  of  regulatory  power  in  one  agency  could  upset 
the  balance  in  the  system  and  create  greater  opportunity  for  abuse.  Concentrations 
of  power  in  regulatory  agencies  exist  in  government  today,  and  the  proper  develop- 
ment of  checks  and  balances  can  serve  as  a  deterrent  to  abusive  actions. 

Depository  institutions  should  be  regulated  and  supervised  by  agencies  independ- 
ent of  the  executive  branch.  There  are  a  variety  of  reasons  for  the  necessity  of  inde- 
pendence. First,  the  goals  of  Federal  financial  regulation  must  be  met  without  dis- 
tracting influences.  Politization  of  regulation  must  be  prevented,  as  clearly  dem- 
onstrated by  the  costs  borne  by  the  public  as  a  result  of  the  thrift  failure.  Second, 
supervisory  responsibility  to  set  and  exercise  prudent  policies  and  procedures  cannot 
be  subject  to  limitations  set  by  external  influences.  For  example,  it  is  inappropriate 
for  cabinet-level  officials  to  meet  with  examiners  to  dissuade  the  adverse  classifica- 
tion of  loans  to  a  particular  segment  of  the  economy.  Third,  determination  of  re- 
sources necessary  to  achieve  the  goal  of  safety  and  soundness  should  not  be  subject 
to  artificial  constraints  promulgated  by  the  executive  branch.  Again,  the  limitations 
imposed  by  0MB  on  the  Federal  Home  Loan  Bank  Board  in  the  early  1980's  on  per- 
sonnel ceilings  and  compensation  substantially  delayed  the  ability  of  the  FHLBB  to 
react  to  a  mounting  problem.  Finally,  financial  regulation  and  supervision  have 
quasi-judicial  functions,  control  of  which  must  be  protected.  The  position  for  inde- 
pendence has  precedent.  Recommendations  for  independence  are  proposed  in  other 
studies  for  reorganization  of  the  financial  regulatory  framework. 

WhUe  I  believe  the  need  for  consolidation  and  reorganization  of  the  regulatory  ap- 
paratus is  evident  and  straightforward,  the  design  of  the  framework  is  not  an  easy 
or  simple  task,  as  many  aspects  of  the  functions  must  be  considered  and  analyzed. 
The  interest  of  the  Federal  Reserve,  as  our  central  bank,  must  be  considered  in  such 
areas  as  international  banking  and  large  bank  holding  companies.  Likewise,  the  de- 
posit insurer,  with  the  responsibility  ofprotecting  the  insurance  fund,  has  to  be  sat- 
isfied that  banking  activities  are  not  a  threat.  My  suggestions  are  broad  concepts 
to  be  considered,  and  only  incorporate  what  I  believe  should  be  the  major  areas  to 
be  considered  in  any  restructuring.  They  are  as  follow: 

•  Responsibility  for  regulation  and  supervision  of  all  federally  insured  depository  in- 
stitutions and  holding  companies  should  be  vested  in  a  single  Federal  financial 
institution  supervisory  agency.  The  agency  should  have  all  responsibilities  for 
granting  charters,  supervising  bank  practices  for  safety  and  soundness  and  com- 
pliance with  law,  and  closing  insolvent  institutions. 

— The  Federal  supervisory  agency  should  be  empowered  to  delegate  supervision 
of  state-chartered  depository  institutions  to  those  states  with  supervisory  capa- 
bilities duly  qualified  and  certified. 

— The  Federal  supervisory  agency  should  be  independent  of  the  executive  branch, 
headed  by  a  Chairman  appointed  by  the  President  with  the  consent  of  the  Sen- 
ate. A  Board  of  Directors  snould  include  representatives  of  the  central  bank  and 
the  deposit  insurer,  and  other  appointive  members. 

•  Creation  of  a  single  Federal  deposit  insurer  for  all  federally  insured  financial  in- 
stitutions, that  would  not  have  safety  and  soundness  responsibilities. 

•  The  Federal  Reserve  should  continue  in  its  traditional  role  of  central  bank  in 
monetary  policy. 

•  The  Federal  Financial  Institutions  Examination  Council  should  be  eliminated. 
Thank  you  for  the  invitation  to  present  my  views — I  sincerely  hope  that  they  will 

be  helpful  in  your  consideration  of  the  issue  of  consolidation. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  WILLIAM  SEIDMAN 

Q.l.  Have  turf  battles  affected  the  implementation  of  regulatory 
standards? 

A.1.  Yes. 

Q.2.  Other  criticisms  of  the  current  system  include:  inconsistent  in- 
terpretations of  the  same  statues;  duplicative  expenses  and  unnec- 
essary overhead;  cumbersome  decision-making;  reduced  account- 
ability. Do  you  agree  with  these  criticisms? 

A.2.  Yes. 

Q.3.  How  would  you  respond  to  critics  of  consolidation  who  argue 
that  the  old  Federal  Home  Loan  Bank  Board  was  the  charterer, 
promoter,  insurer  and  regulator  of  the  thrift  industry  and  look 
where  it  got  us? 

A.3.  The  problem  of  the  Bank  Board  was  not  the  fact  that  it  was 
charterer,  promoter  and  regulator  all  wrapped  into  one.  The  prob- 
lem was  that  it  was  also  the  institutions'  insurer.  An  independent 
insurer  likely  would  have  been  able  to  safeguard  the  FSLIC  fund. 

Q.4.  How  much  emergency  contingency  planning  now  goes  on  be- 
tween the  various  financial  regulators?  For  example,  if  the  stock 
market  were  to  drop  precipitously  for  a  week,  or  there  was  a  major 
problem  in  the  derivatives  market,  or  a  major  money  center  bank 
was  in  trouble  and  about  to  go  down — how  does  the  contingency 
planning  process  currently  work?  Furthermore,  with  so  many  agen- 
cies currently  involved  in  the  derivatives  market  which  one  is  di- 
rectly accountable  should  there  be  a  major  mishap? 
A.4.  I  believe  this  question  could  best  be  answered  by  the  current 
regulators. 

At  the  time  I  was  Chairman  of  the  FDIC,  each  agency  had  its 
own  contingency  plans.  During  crisis  situations,  the  FDIC  board 
would  go  into  special  session.  Our  board  included  directors  of  both 
the  OCC  and  GTS.  Senior  level  Fed  regulators  were  generally  al- 
ways in  attendance.  Staff  from  each  agency  would  meet,  make  rec- 
ommendation and  present  them  to  the  FDIC  board. 

On  a  more  informal  basis,  the  chief  regulators  from  each  agency 
met  regularly  (sometimes  weekly)  to  discuss  common  concerns. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 

FROM  WILLIAM  SEIDMAN 

Q.l.  What  is  the  most  difficult  obstacle  to  overcome  in  consolidat- 
ing the  banking  regulatory  agencies?  How  can  Congress  overcome 
this  obstacle? 

A.1.  The  result  of  any  consolidation  will  be  that  some  agency  or 
agencies  will  gain  turf  and  the  others  will  lose  turf.  No  one  in 
Washington  likes  to  lose,  and  that's  the  major  obstacle  to  consolida- 
tion. While  the  Congress  can  do  many  wonderful  things,  legislating 
human  nature  is  not  among  them.  My  advice  is  to  just  do  it,  and 
recognize  that  your  names  may  be  dropped  from  certain  peoples' 
Christmas  card  list. 
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Q.2.  Do  you  believe  that  the  seesawing  of  regulation  from  lax  to 
strict,  and  increasingly  burdensome  regulation  may  have  made  the 
idea  of  regulatory  consolidation  more  appealing? 
A.2.  Yes.  Certainly  the  increasing  regulatory  burden  has  created 
major  problems  for  our  banking  system.  Consolidation  would  mini- 
mize confusion,  reduce  paperwork  and  consolidate  decision  making. 
Next  to  consolidation  the  best  thing  vou  can  do  is  to  reduce  the  reg- 
ulatory burden  by  repealing  much  of  FDICIA. 

Q.3.  There  is  anecdotal  evidence  that  banks  have  been  unwilling 
to  lend  because  overly  stringent  bank  examiners  mark  down  good 
loans.  Do  you  think  that  a  single  regulator  would  enable  bank  ex- 
aminers to  exercise  a  more  reasonable  amount  of  discretion  in  con- 
ducting their  examinations? 

A.3.  Yes. 

Q.4.  How  would  this  impact  the  availability  of  credit? 
A.4.  It  would  increase  it. 

Q.5.  Most  proponents  of  consolidation  argue  that,  in  order  for  con- 
solidation to  work,  the  remaining  regulator  must  be  an  agency 
independent  of  Treasury.  How  effective  would  regulatory  consolida- 
tion be  if  it  involved  creating  an  agency  within  Treasury? 

A.5.  In  our  present  system  two  of  the  main  regulatory  agencies  are 
arms  of  Treasury— OCC  and  OTS.  The  Fed  and  FDIC  are  inde- 
pendent agencies  except  that  the  heads  of  OCC  and  OTS  both  sit 
on  the  FDIC  Board.  It  would  seem  reasonable  that  the  regulatory 
functions  of  the  FDIC,  OCC,  OTS  and  Fed  should  be  combined  in 
one  agency.  The  Chairman  of  that  agency  could  be  appointed  by 
the  Treasury,  but  the  agency  would  work  best  if  it  were  independ- 
ent. What  is  of  paramount  importance  is  that  the  bank  insurance 
fund  remain  independent  of  the  Treasury. 

Q.6.  Do  you  think  that  maintaining  the  dual  banking  system  would 
provide  an  adequate  check  on  a  consolidated  Federal  banking  agen- 
cy? 

A.6.  Yes. 

Q.7.  Would  consolidation  change  the  current  functions  of  the  dual 
banking  system? 

A.7.  It  need  not  do  so. 

Q.8.  Should  the  Finance  Board  be  left  outside  the  scope  of  a  broad 
effort  to  consolidate  the  financial  regulatory? 

A.8.  Yes. 

Q.9.  If  the  Finance  Board's  regulatory  duties  were  assigned  else- 
where is  there  sufficient  reason  for  an  independent  Finance  Board 
to  exist  at  all? 
A.9.  No. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BOXER 
FROM  WILLIAM  SEIDMAN 

Q.l.  Check-cashing  services  in  low-income  neighborhoods  are  un- 
regulated; money  market  funds  compete  with  banks  but  have  no 
legal  obligation  to  recycle  money  in  their  communities;  and  large 
companies  like  Ford,  and  GM,  and  American  Express  have  finan- 
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cial  service  businesses  not  subject  to  the  same  regulation  as  banks. 
What  type  of  regulation  do  you  foresee  for  the  currently  unregu- 
lated financial  services  industry? 

A.1.  None. 

Q.2.  Assuming  some  level  of  regulatory  consolidation,  does  the  Gov- 
ernment have  enough  resources  to  regulate  these  burgeoning  un- 
regulated services? 
A.2.  Yes. 

Q.3.  How  much  do  vou  believe  that  "reg-burden"  would  be  relieved 
under  the  best  regulatory  consolidation  scenario? 

A.3.  A  lot. 
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I.  SUMMARY  AND 
RECOMMENDATIONS 

1.    Summary  of  the  Collapse 

of  the  Savings  and  Loan  Industry 

Uuring  the  1930s,  Congress  transformed  SScLs  into  agents  of 
national  housing  policy.  Federal  deposit  insurance  was  provided  as  a 
subsidy  allowing  S&cLs  to  raise  .large  amounts  of  funds  at  less  than  market 
interest  rates  so  that  they  could  finance  long-term,  fixed-rate,  home 
mortgage  loans.  For  the  next  30  years  they  admirably  performed  the  role 
that  GDngrcss  had  assigned  them  of  providing  the  financing  for  realization 
of  the  American  dream  of  home  ownership.  Government  regulation 
sheltered  SScLs  from  competition,  allowing  the  industry  to  be  profitable 
and  failures  to  be  rare.  As  long  as  interest  rates  did  not  rise  substantially, 
SScLs  faced  littie  risk. 

During  the  1960s  and  '70s,  the  over-specialized  SScL  industry 
experienced  increasing  risk  and  declining  profitability  as  rising  interest  rates 
and  increased  competition  turned  their  environment  increasingly  hostile. 
But  because  deposit  insurance  shielded  depositors  from  loss,  the  industry 
continued  to  expand.  At  a  time  when  the  industry  needed  to  shrink  and 
increase  its  capital  levels,  it  did  the  opposite.  Proposals  to  grant  SScLs 
the  flexibility  to  cope  with  mounting  interest- rate  risk  by  granting  the 
industry  enhanced  asset  and  liability  powers  were  rejected  repeatedly  by 
Congress  as  inconsistent  with  national  housing  policy. 

Interest  rate  increases  of  unprecedented  magnitude  during  1979-82 
revealed  the  extent  of  interest- rate  risk  to  which  the  industry  was  exposed. 
The  S&Ls'  deposit  costs  rose  far  above  the  return  from  their  portfolios 
of  fixed-rate  mortgage  loans.  There  were  huge  operating  losses  and  much 
of  the  industry  became  bankrupt.  During  1981  and  1982,  the  industry 
sank  to  negative  net  worth  in  excess  of  SI 50  billion  based  on  market 
values  of  assets.  It  would  have  cost  that  amount  to  shut  down  insolvent 
SScLs  and  pay  off  depositors.  Even  on  the  basis  of  book  values,  tangible 
net  worth  for  the  industry  as  a  whole  was  only  0.6  of  one  percent  of 
deposits.  Interest-rate  risk  had  largely  destroyed  the  industry. 

A  government  policy  of  forbearance  was  introduced  during  1981-82 
under  which  institutions  whose  insolvencies  were  deemed  to  be  caused 
by  unprecedented  high  interest  rates  were  allowed  to  continue  operating. 
It  was  hoped  that  these  insolvencies  would  be  short-lived;  as  interest  rates 
returned  to  more  normal  levels  the  industry  could  return  to  solvency.  But 
by  the  end  of  1982  when  market  interest  rates  had  fallen,  415  SScLs  with 
S220  billion  of  assets  remained  insolvent.  Rather  than  face  up  to  the 
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approximately  $25  billion  cost  of  dosing  these  institutions  and  making 
good  on  their  deposit  insurance,  federal  regulators  granted  them  con- 
tinued forbearance,  and  the  losses  mounted. 

During  the  early  1980s,  the  SScL  industry  was  swept  up  in  a 
movement  to  deregulate  American  business.  But  "deregulating"  S&cLs 
was  not  like  that  of,  say,  airlines  or  trucking  in  which  power  was  given 
to  market  forces  in  the  interest  of  economic  efficiency.  In  the  case  of 
SScLs,  the  process  was  not  balanced.  The  industry  obtained  substantial 
new  investment  powers,  and  it  was  subjected  to  less  supervision;  but 
goverrunent- backed  deposit  insurance  was  retained  and  even  increased. 
Shielded  from  the  market  discipline  of  depositors  at  risk,  and  with  strong 
incentives  to  enter  risky  new  areas,  the  industry  was  doomed  and  the 
insurance  s)'stcm  set  on  a  course  that  would  involve  huge  claims  on  it. 

The  SScLs'  asset  and  liability  powers  were  expanded  sharply,  and  they 
were  allowed  to  move  rapidly  into  risky  new  areas  of  business  in  which 
they  lacked  expertise.  At  the  same  time,  regulatory  standards  for  safe 
practices  in  these  activities  were  virtually  non-existent.  Net  worth 
requirements  were  effectively  eliminated,  which  allowed  weak  SScLs  to 
grow  rapidly  using  insured  deposits.  Accounting  procedures  permitted 
by  regulators  made  it  difficult  to  detect  misuses  of  resources.  Substantial 
reductions  in  supervision  and  examination  occurred  at  the  federal  level, 
and  regulation  and  examination  were  virtually  eliminated  in  several  states. 
New  policies  allowed  entry  into  the  industry  of  individuals  with  serious 
conflicts  of  interest.  These  government  policies  created  powerfiil  incentives 
and  opportunities  for  insolvent  and  weakly  capitalized  SScLs  to  use  insured 
deposits  to  grow  rapidly  and  engage  in  speculative,  imprudent,  and 
sometimes  fraudulent  activities.  By  creating  these  incentives  and  opportu- 
nities, federal  and  state  authorities  committed  grave  policy  errors  that  all 
but  guaranteed  the  SScL  debacle  that  followed.  Temporary  industry  losses 
from  interest  rate  increases  were  replaced  by  permanent  losses  caused  by 
massive  extensions  of  fault}'  credit. 

At  the  same  time,  technological  and  competitive  innovations  reduced 
the  profitability  of  SScLs;  services  of  economic  value  for  these  institutions 
on  the  deposit  and  asset  sides  of  their  balance  sheets  dropped  drastically. 
"Money  market  fiinds"  provided  by  brokerage  houses  and  operators  of 
mutual  funds  became  close  substitutes  for  S8cL  accounts,  and  develop- 
ments in  the  mortgage  market  allowed  securitization  of  the  mortgages 
that  SSiLs  previously  held.  Attempts  by  the  industry  to  enter  new  financial 
areas  often  failed  because  of  the  ample  supply  of  competitors.  Government 
created  incentives  for  the  SScL  industry  to  grow  at  a  time  when  it  needed 
to  shrink.  Without  a  firm  economic  basis  for  growth,  many  institutions 
were  bound  to  fail. 

In  a  series  of  steps,  beginning  with  continuing  forbearance  in  1982, 
the  federal  government  sought  to  avoid  the  costs  of  widespread  SScL 
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failures.  But  with  each  step,  the  costs  grew  larger  and  the  problems  more 
intractable.  Powerful  political  and  bureaucratic  forces  also  worked  to 
postpone  resolution  of  the  mounting  problems  in  the  vain  hope  they 
would  cure  themselves.  Self-cure  failed  and  when  effective  steps  took  place 
in  1989  to  clean  up  the  mess,  the  costs  were  huge. 

Regulators,  the  Administration,  and  Congress  must  share  blame  with 
the  industry  for  the  S&L  debacle.  Government  policy  makers  engaged 
in  forbearance  and  hoped  the  problem  would  go  away.  By  allowing 
accounting  schemes  that  made  insolvent  S&Ls  look  healthy,  by  virtually 
abolishing  net  worth  requirements,  and  by  not  raising  red  flags,  regulators 
permitted  the  powcrfijJ  SScL  lobby  to  convince  the  public  and  many  in 
G^ngress  that  the  situation  was  under  control.  Top  Administration  ofl5dals 
gave  the  SScL  crisis  a  low  priority,  also  due  in  part  to  acceptance  of 
representations  by  the  industry  lobby  that  SScLs  could  handle  their  own 
problems.  Congress  was  pressured  by  the  S&L  lobby  into  writing 
forbearance  into  law,  encouraging  industry  excesses  and  delaying  final 
resolution  of  mounting  problems.  Above  all,  deposit  insurance  of  the  kind 
provided  gave  the  industry  incentives  to  assume  risks  that  would  not  have 
been  taken  by  firms  responsible  for  the  consequences  of  their  actions. 

Government  policy  makers  proved  ill-prepared  to  deal  with  the  crisis 
in  the  S&L  industry.  The  policies  pursued  must  be  judged  as  misguided 
failures  in  every  sense.  Absent  was  appreciation  of  the  devastating 
implications  of  the  new,  relaxed  regulatory  and  supervisory  standards 
together  with  perverse  incentives  for  an  industry  with  essentially  no  net 
worth — one  protected  by  federal  deposit  insurance. 

While  not  the  cause  of  the  S&L  debacle,  unprecedented  fraud 
emerged  in  the  S&L  industry.  Dishonest  operators  flocked  to  S&Ls, 
attracted  by  governmental  policies  that  unwittingly  provided  the  means 
and  opportunity  for  fraud.  It  was  no  accident  so  many  crooks  surfaced 
in  the  S&L  industry.  They  went  where  the  money  was.  In  these  years, 
the  dishonest  profit  potential  was  so  high — with  little  or  no  risk  of 
financial  loss — and  chances  of  getting  caught  were  so  low  that  it  is  a 
wonder  that  fraud  was  not  more  widespread. 

It  is  important  to  note  that,  despite  the  incentives  and  opportunities 
for  abusive  behavior,  most  S&Ls  resisted  temptations.  They  continued 
operating  in  a  conservative  and  safe  fashion.  They  did  not  grow  at 
unmanageable  rates  and  they  avoided  high-risk  areas  and  fraudulent 
activities.  These  S&Ls  survived.  Their  survival  was  made  more  difficult 
by  having  to  compete  for  deposits  with  the  "high-fliers"  and  by  having 
to  pay  higher  deposit  insurance  premiums  because  of  the  actions  of  those 
less  responsible. 

The  institutions  that  sustained  the  largest  losses  displayed  opposite 
characteristics.  The  tvpical  large  failure  was  a  stockholder- owned,  state- 
chartered  institution  in  Texas  or  California  where  regulation  and  super- 
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vision  were  most  lax  (although  major  failures  also  occurred  at  federally 
chartered  SScLs,  at  mutuals,  and  in  many  other  states).  The  failed 
institution  typically  had  experienced  a  change  of  control  and  was  tighdy 
held,  dominated  by  an  individual  with  substantial  conflicts  of  interest — 
that  is  one  who  used  the  institudon's  capital  to  support  personal  business 
ventures.  The  typical  large  failure  had  grown  at  an  extremely  rapid  rate, 
achieving  high  concentradons  of  assets  in  risky  ventures  such  as  acquisi- 
tion, development,  and  construction  (ADC)  loans  and/or  direct  invest- 
ments of  various  kinds.  Contrary  to  popular  perception,  junk  bonds  did 
not  figure  importandy  in  most  of  the  large  failures.  Junk  bonds  were 
important  because  they  were  concentrated  in  11  large  SScLs,^  all  of  which 
failed  with  substantial  taxpayer  cost.  In  the  t^'pical  large  failure,  every 
accounting  trick  available  was  used  to  make  the  institution  look  profitable, 
safe,  and  solvent.  Evidence  of  fi^ud  was  invariably  present  as  was  the  ability 
of  the  operators  to  "milk"  the  organization  through  high  dividends  and 
salaries,  bonuses,  perks  and  other  means.  In  short,  the  typical  large  feilurc 
was  one  in  which  management  exploited  virtually  all  the  perverse 
incentives  created  by  government  policy. 

Losses  were  greatest  in  Texas,  California,  and  Florida  where  invest- 
ment powers  for  state-chartered  SScLs  were  most  generous,  and  super- 
vision and  examination  most  lax.  The  situation  was  most  out  of  control 
in  Texas,  which  became  a  breeding  ground  for  imprudent  and  abusive 
practices.  The  SScLs  it  chartered  were  allowed  to  engage  in  high-risk 
activities  virtually  without  limit,  and  supervision  and  examination  were 
essentially  nonexistent  for  several  years.  It  was  no  accident  that  over  40 
percent  of  all  taxpayer  losses  came  from  Texas  SScLs.  Matters  were  not 
helped  by  collapse  of  the  Texas  real  estate  market  in  the  latter  part  of 
the  1980s,  but  the  magnitude  of  the  decline  was  in  part  a  consequence 
of  earlier  over- building  fed  by  imprudent  lending  by  SScLs,  banks,  and 
others.  The  situation  in  California  was  not  much  better  despite  a 
continuing  real  estate  expansion,  and  losses  in  Florida  were  also  sub- 
stantial. While  state  regulators  in  Texas,'  California,  Florida,  and  several 
other  states  must  bear  part  of  the  responsibility  for  aUowing  excesses  and 
abuses  among  their  institutions,  the  federal  government  also  failed  to  do 
its  duty.  Federal  regulators  had  authority  to  limit  growth  of  state-chartered 
SScLs  and  restrain  their  risky  activities  in  order  to  protect  the  federal 
insurance  flind.  Unfortunately,  the  federal  government  failed  to  act  until 
it  was  too  late. 

The  total  cost  of  protecting  insured  depositors  from  loss  as  a 
consequence  of  the  coUapse  of  the  savings  and  loan  industry  is  currentiy 
estimated  to  be  approximately  S150-S175  billion  on  a  present  value 
basis — about  2.5-3  percent  of  current  gross  domestic  product  (GDP). 
Although  the  relative  size  and  effect  were  in  no  sense  comparable  to  those 
experienced  in  the  coUapse  of  financial  institutions  during  the  1930s,  the 
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S&L  debacle  was  a  large  and  unnecessary  expense  to  taxpayers.  It 
produced  a  serious  wasting  of  scarce  resources  and  was  financially 
devastating  for  some  regions  and  industries.  The  S&L  debacle  has  shaken 
public  confidence  in  financial  institudons,  government,  and  the  polidcal 
process. 

2.  Origins  and  Causes  of  Collapse 

While  many  factors  contributed  to  the  S&L  debacle,  some  were  more 
important  than  others,  and  some  were  fijndamental.  The  Commission's 
conclusions  concerning  the  origins  and  causes  of  the  collapse  can  be 
classified  in  three  categories:  fijndamental  condinons  necessary  for  the 
collapse  to  occur,  causes  precipitating  the  collapse,  and  factors  intensifying 
and  prolonging  losses  once  the  process  was  under  way. 

Fundamental  condition  necessary  for  collapse 

Federal  deposit  insurance  on  accounts  at  institutions  with  substantial 
risk  was  at  the  heart  of  it.  With  federal  deposit  insurance,  SS<1js  attracted 
large  quantities  of  deposits  at  a  subsidized  rate  and  invested  these  funds 
in  risky  activities.  Depositors  could  benefit  with  no  meaningfiil  risk  of 
financial  loss.  Prior  to  deregulation  in  the  early  1980s,  S&Ls  had  littie 
credit  risk  because  they  were  largely  limited  to  making  home  mortgage 
loans.  But  they  had  increasing  interest-rate  risk;  S&Ls  issued  short-term 
deposits  and  granted  long-term  mortgage  loans  vvith  fixed  interest  rates. 
The  extent  of  the  risk  was  demonstrated  during  the  period  of  soaring 
interest  rates  between  1979  and  1982  when  the  industry's  profitability 
and  net  worth  were  destroyed.  With  industry  net  worth  wiped  out  as 
a  consequence  of  high  interest  rates,  and  with  net  worth  requirements 
virtually  eliminated  by  the  regulators,  strong  incentis-es  were  created  within 
the  industry  to  grow  rapidly  and  to  assume  excessive  risk.  Because  of 
deposit  insurance,  S&Ls  could  attract  deposits  regardless  of  the  safety  or 
soundness  of  their  practices  and  investments.  The  S&L  industry  grew  by 
56  percent  fi-om  1982  to  1985,  rapidly  entering  such  riskv-  areas  as  real 
estate  development,  direct  investments,  and  interest  rate  speculation. 
"Moral  hazard"  had  become  dominant;  owners  and  operators  of  S&Ls 
had  little  of  their  own  money  to  lose  if  the  institution  failed  and  much 
to  gain  by  expanding.  Credit  risk  accumulated  without  the  net  worth  to 
support  it,  and  with  abusive  practices  all  too  common,  the  system  was 
bound  to  crash.  The  result  was  the  S&L  debacle. 

None  of  this  would  have  been  possible  without  deposit  insurance. 
It  was  the  "necessary  condition"  for  the  debacle.  In  the  absence  oi 
insurance,  high-risk  S&Ls  could  not  have  grown.  Depositors  would  have 
demanded  progressively  higher  interest  rates  on  their  accounts  as  risks 
increased  and  ultimatelv  would  have  withdrawn  their  fijnds. 
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Raising  the  insurance  limit  from  540,000  to  5100,000  exacerbated 
the  problem,  making  available  larger  amounts  of  capital  for  rapid  S8cL 
expansion.  But  given  the  incentives  to  use  insured  deposits  to  finance 
risky  ventures,  many  S&cLs  would  have  found  ways  to  grow  rapidly  even 
with  the  old  insurance  limit. 

Combining  insured  deposit  accounts  with  risky  activities  of  the 
institutions  offering  them  courted  disaster  because  it  robbed  the  system 
of  the  market  discipline  needed  to  control  risk.  It  would  have  been 
impossible  for  the  SScL  debacle  to  occur  Without  insurance  of  their 
accounts. 

While  deposit  insurance  did  not  cause  the  SScL  debacle,  it  was 
necessary  for  it  to  develop.  It  took  a  unique  set  of  circumstances  and 
events  to  trigger  and  prolong  the  process,  but  in  the  absence  of  deposit 
insurance,  the  process  could  not  have  led  ultimately  to  the  debacle. 
GDmmercial  banks,  mutual  savings  banks,  and  credit  unions  also  had 
insured  accounts,  but  avoided  disaster  because  they  were  spared  some  of 
the  circumstances  and  events  to  which  the  SScL  industry  was  subjected. 
But  as  long  as  any  institution  can  offer  insured  accounts  and  pursue  risky 
activities,  taxpayers  will  be  vulnerable  to  some  future  set  of  "unique" 
circumstances  and  events  that  could  grow  into  another  debacle.  This  is 
why  reform  of  deposit  insurance  is  fundamental  to  avoiding  future 
calamities. 

Experience  suggests  that  government  regulation  and  supervision  arc 
a  very  imperfect  mechanism  to  eliminate  taxpayer  exposure  if  institutions 
are  permitted  to  offer  government-insured  accounts  to  finance  ventures 
with  significant  risk.  While  regulatory  and  supervisory  procedures  im- 
proved following  passage  of  the  Financial  Institutions  Reform,  Recovery 
and  Enforcement  Act  (FIRREAX  regulators  are  still  fallible,  and  mistakes 
will  be  made.  As  long  as  risky  institutions  offer  government-insured 
accounts,  incentives  will  arise  for  these  institutions  to  exploit  the  situation 
and  for  regulators  to  look  the  other  way.  vWhen  this  is  allowed  to  happen, 
the  consequences  likely  will  be  cosdy. 

Factors  precipitating  the  collapse 

The  macro-economic  shock  of  unprecedented  hi^h  interest  rates  adopted 
to  combat  soaring  inflation  during  1979-82  was  a  prime  factor  in 
precipitating  the  collapse  of  the  SScL  industry.  With  the  bulk  of  industry 
assets  in  long-term  mortgage  loans  with  fixed  interest  rates,  the  tremen- 
dous increases  in  interest  rates  during  this  period  drove  deposit  costs  far 
above  the  income  earned  on  assets.  Furthermore,  with  the  costs  of 
additional  deposits  above  the  return  available  on  new  mortgage  loans, 
S8cLs  could  not  even  improve  profits  through  expansion — an  option  often 
available  in  the  past.  Heavy  losses  virtually  wiped  out  all  of  the  industry's 
tangible,  book  net  worth,  driving  many  institutions  into  insolvency'. 
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Interest- rate  risk  had  destroyed  the  industry  on  a  market  basis  and 
mortally  wounded  it  on  an  accounting  basis  by  1982.  While  this  initial 
S8cL  crisis  was  precipitated  by  a  macrocconomic  shock,  the  second  and 
even  greater  crisis  that  befell  the  industry  later  in  the  decade  was  largely 
not  a  consequence  of  macrocconomic  factors. 

Deregulation  of  deposit  interest  rates  and  acquisition  of  substantial 
new  asset  powers  allowed  many  in  the  industry  to  grow  rapidly  and  take 
on  substantial  credit  and  investment  risk.  Institution*  with  little  or  no 
net  worth  have  litde  to  lose  and  much  to  gain  by  pursuing  risky  ventures. 
Deregulation  of  deposit  interest,  rates  allowed  SSdjs  to  raise  large  amounts 
of  federally- insured  deposits,  while  new  asset  powers  opened  up  the 
prospect  of  potentially  profitable  but  risky  ventures.  The  consequence  was 
rapid  expansion  into  commercial  real  estate  development  and  other 
perilous  activities.  The  destruction  of  net  worth  increased  the  incentives 
for  S&Ls  to  pursue  risky  strategies — not  just  to  gamble  for  resurrection, 
but  also  for  the  potential  for  large  gains  made  possible  by  the  ability  to 
attract  large  amounts  of  insured  deposits. 

Relaxation  of  regulatory  and  supervisory  standards  also  played  a  major 
role.  Regulatory  standards  were  weakened  while  supervision  and  examina- 
tions were  reduced.  The  situation  was  worst  in  Texas  and  California,  but 
federal  regulatory  efforts  also  were  weak.  Net  worth  standards — a  federal 
prerogative — were  virtuaUy  nonexistent,  encouraging  new  institutions  to 
be  formed,  and  weak  institutions  to  be  acquired  by  aggressive  and/or 
dishonest  managers.  The  incentives  for  many  SScLs  to  pursue  risky  and 
abusive  strategies  would  have  been  difficult  to  control  even  with  the  most 
stringent  regulatory  and  supervisory  standards.  It  was  impossible  to 
control  them  in  the  environment  that  existed  at  the  time. 

Factors  intensifying  and  prolonging  the  collapse 

A  systematic  breakdown  in  the  political  system  involving  Congress,  the 
independent  regulators,  and  the  Administration  prevented  corrective 
actions.  Effective  lobbying  of  Congress  by  the  industry  exploited  powerful 
political  advantages  to  downplay  potential  losses  while  continuing  to  shield 
the  industry  from  corrective  but  painful  market  forces.  The  Administration 
gave  the  S8cL  problem  low  priority.  It  also  downplayed  the  problem, 
and — during  the  mid-1980s— distrust  and  animosin,'  between  the  Chair- 
man of  the  Federal  Home  Loan  Bank  Board  and  a  key  Administration 
official  contributed  to  the  breakdown. 

'Die  declining  competitive  position  of  the  industry  and  the  loss  of  its 
market  niche  as  originator  and  holder  of  home  mort^a^e  loans  intensified 
the  collapse.  Even  in  the  absence  of  all  the  other  factors  at  work,  many 
institutions  would  have  failed  because  economic  and  technological  forces 
reduced  the  value  of  S&Ls  as  financial  intermediaries,  dictating  that 
resources  leave  the  industry.   Integration  of  the  mortgage  and  bond 
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markets  reduced  the  need  for  a  specialized  financial  intermediary  devoted 
exclusively  to  housing  finance.  Technology  allowed  mortgage  loans  to 
be  sccuritized  and  sold  to  pension  fiinds,  mutual  fijnds,  and  other 
investors  in  an  acti\e  and  liquid  national  market.  Through  the  use  of 
mortgage  backed  securities,  home  mortgage  loans  became  part  of  the 
national  market  for  capital.  It  was  no  longer  necessary  to  have  SScLs  hold 
mortgage  debt. 

Savings  and  loans  lost  their  market  niche.  Their  previous  fijnctions 
were  replaced  by  mortgage  companies  that  originate  and  ser\'ice  undcr- 
Kang  mortgage  debt,  and  by  participants  in  the  capital  market  who  hold 
mortgage  backed  securities.  By  1987,  the  dollar  value  of  mortgage  backed 
securities  outstanding  equaled  the  dollar  value  of  nonfinancial  corporate 
bonds.  With  fewer  economic  services  for  SScLs  to  provide,  it  was 
inevitable  that  resources  would  leave  the  industry. 

The  Tax  Acts  of  1981  and  1986  created  a  "boom  and  bust"  cycle  in 
real  estate.  The  1981  Act  provided  substantial  tax  preferences  for  real 
estate  investments  and  helped  create  an  unsustainable  speculative  boom 
in  real  estate  in  which  many  SScLs  took  part.  Investments  flowed  into 
real  estate  development,  often  motivated  more  by  tax  benefits  than  by 
market  demand.  With  investment  expenditures  continuing  to  boom 
despite  rising  vacancy  rates,  the  1986  Act  eliminated  the  tax  preferences. 
Commercial  real  estate  collapsed,  inflicting  substantial  losses  on  SScLs. 
It  would  be  a  mistake  to  blame  the  coUapse  on  the  1986  Tax  Act.  It 
was  the  1981  Act  that  set  off  the  unsustainable  boom.  By  hastening  the 
inevitable  correction,  the  1986  Act  probably  reduced  the  size  of  the 
collapse  that  otherwise  would  have  occurred. 

Abuses,  unsafe  and  unsound  practices,  and  fraud  were  met  with  an 
inadequate  response  by  federal  or  state  regulators  ill-equipped  and  ill- 
trained  to  deal  with  the  situation.  Government  policies  made  the  system 
vulnerable  to  corruption.  However,  fraud  was  not  the  cause  of  the  debacle. 
It  was  a  consequence  of  the  pcr\'erse  incentives,  permissive  regulation, 
and  inadequate  super\'ision  that  had  been  built  into  the  system.  While 
most  S&iL  operators  did  not  succumb  to  the  temptation,  the  abilit\'  to 
use  insured  deposits  for  risky  investment  was  too  tempting  for  some.  The 
profit  potentials  produced  imprudent  risk-taking,  abusive  practices,  and 
fi^ud.  There  was  a  continuum  of  abusive  practices  running  from  aggressive 
pursuit  of  profit,  and  search  for  regulatory  loopholes,  to  out-and-out 
ft^ud.  Abusive  practices  of  one  form  or  another,  mainly  by  S8cL  managers 
and  owners  but  also  by  unscrupulous  attorneys,  accountants,  appraisers, 
and  investment  bankers,  figured  in  substantial  taxpayer  losses.  There  was 
unprecedented  fraud  in  the  industry,  but  despite  its  repugnance  and  its 
unacceptable  extent,  it  is  the  Commission's  judgment  that  fraud  probably 
accounted  for  only  10  to  15  percent  of  total  losses. 


82 


Summary  and  Recommendations       9 


Regulators  allowed  accounting  practices  that  not  only  masked  the  extent 
of  mounting  probUms  but  also  encouraged  abuse  and  fraud.  With  the 
acquiescence  and  at  times  encouragement  of  the  BanJc  Board  during  the 
early  1980s,  SScLs  were  allowed  to  abuse  generally  accepted  accounting 
principles  (GAAP).  The  abuses,  involving  such  arcane  issues  as  treatment 
of  goodwill,  booking  of  iczs,  and  interest  as  current  income  although 
payment  was  to  be  received  in  the  future,  and  understatement  of  likely 
bad  debts,  allowed  insolvent  SScLs  to  look  healthy  and  failing  ones  to 
look  profitable.  The  Bank  Board  had  authority  to"  stop  abuses  using 
GAAP.  Instead,  it  introduced  additional  regulatory  accounting  principles 
(RAP)  allowing  further  abuse.  The  RAP  allowed  practices  such  as  enabling 
an  S&L  to  sell  an  asset  at  a  loss  but  continuing  to  show  it  as  an  asset 
on  the  books.  Contrary  to  popular  belief,  the  largest  accounting  abuses 
and  distortions  in  dollar  terms  in  the  S8cL  industry  during  this  critical 
period  involved  GAAP — not  RAP.  The  Bank  Board  adopted  RAP  when 
GAAP  was  insufficient  to  hide  the  mounting  problems.  The  masking  of 
true  financial  condition  through  both  GAAP  and  RAP  accounting  devices 
allowed  unscrupulous  operators,  using  illusory  profits  and  bogus  net 
worth,  to  loot  their  institutions  through  dividends,  high  salaries,  and 
perks.  The  cash  to  pay  for  these  was  obtained  by  issuing  insured  deposits. 
It  is  difficult  CO  overstate  the  importance  of  accounting  abuses  in 
aggravating  and  obscuring  the  developing  debacle.  It  would  have  been 
difficult  for  the  process  to  continue  for  so  long  in  the  absence  of  an 
information  structure  that  obscured  the  extent  of  the  mounting  losses 
and  the  degree  to  which  the  federal  deposit  insurance  program  and  the 
Treasury  were  exposed  to  loss. 

Regional  factors  including  collapse  of  property  values  in  the  Sunbelt 
and  particularly  in  Texas  added  to  the  losses.  A  boom  in  real  estate  in  the 
Sunbelt  was  followed  by  a  bust.  The  real  estate  glut  was  especially  large 
in  Texas,  which  had  engaged  in  massive  "over- building"  and  suflTered  from 
a  decline  in  oil  prices.  Particularly  lax  supervision  of  S&Ls  in  Texas 
permitted  unsafe,  unsound,  and  often  abusive  practices  leading  to  large 
losses  in  that  state. 

Delay  in  recognizing  the  problems  and  tightening  regulatory  practices 
added  substantially  to  the  total  losses.  Federal  regulators  were  slow  to 
take  remedial  action,  and  even  then  the  steps  were  modest,  halting,  and 
hesitant.  Their  tempered  response  was  reinforced  by  opposition  to 
remedial  action  in  Congress  and  the  Administration. 

Delays  in  recapitalizing  the  FSLIC,  inadequate  recapitalization  when 
it  occurred,  and  provision  for  continuing  forbearance  added  further  to  the 
cost.  Responding  to  strong  industry  lobbNing,  Congress  delayed  until  1987 
the  passage  of  legislation  to  recapitalize  the  FSLIC,  and  even  then  the 
amount  was  clearly  inadequate.  Congress  insisted  on  continuing  for- 
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bcaxancc,  effectively  blocking  closure  of  many  of  the  worst  cases.  Losses 
continued  to  pile  up  and  abuses  continued  to  occur,  adding  substantially 
to  the  eventual  cost. 

Congressional  oversight  was  inadequate  and  the  process  was  politicized. 
Congress  appears  to  have  been  largely  unaware  of  the  severe  problems 
developing  in  the  S&L  industry,  in  part  because  it  was  prone  to  put  more 
weight  on  representations  by  the  industry  than  on  those  of  more  objective 
observers.  Industry  lobbying  was  pervasive,  pernicious — and  effective.  By 
the  time  the  extent  of  the  problem  was  recognized,  most  of  the  damage 
was  done.  Oversight  committees  of  Congress  were  asleep  at  the  switch 
or  had  their  attention  diverted  by  special  pleaders  for  the  industry. 

The  news  media  were  largely  silent  during  the  period  when  most  of 
the  damage  was  being  done.  The  news  media  missed  one  of  the  most  cosdy 
public  debacles  in  U.S.  history.  Ordinarily,  issues  often  do  not  become 
pressing  in  Washington  until  made  so  by  the  news  media.  Failure  of  the 
news  media  to  point  out  mounting  problems  in  the  S&tL  industry  helped 
the  process  run  unchecked. 

3.  Recommendations 

Based  on  its  findings  and  conclusions,  the  Commission  offers  a 
number  of  recommendations.  If  adopted,  they  would  go  a  long  way  to 
strengthen  the  financial  system  and  reduce  the  chance  that  another  S8cL- 
typc  crisis  will  occur. 

Federal  Insurance 

Fundamental  reform  of  federal  financial  insurance  and  guarantee 
programs  is  central  to  avoiding  future  disasters.  Reform  should  be  guided 
by  the  following  principles  and  policy  objectives: 

1.  It  must  be  recognized  that  federal  financial  insurance  and 
guarantee  programs  are  backed  by  the  full  faith  and  credit  of  the 
United  States  government.  They  arc  not  self  financing  industry 
programs. 

2.  No  fiill-faith-and-crcdit  guarantees  should  be  given  without 
legislation  (a)  defining  the  extent  of  the  guarantee  and  the 
activities  to  which  it  applies,  (b)  designating  a  single  federal 
authority  as  the  accountable  regulator,  and  (c)  specifying  an 
oversight  committee  in  Congress  to  which  the  regulator 
reports. 

3.  There  should  be  comprehensive  controls  for  all  federal  financial 
insurance  and  guarantees  with  clear  lines  of  accountability  for 
regulators  and  the  regulated. 

4.  There  should  be  strict  disclosure  rules  where  federal  financial 
insurance  and  guarantees  arc  involved.  These  should  include  fiill 
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reports  by  the  regulators  to  Congress,  the  Admiruscration,  and 
the  public  concerning  the  condition  of  entities  receiving  insurance 
and  guarantees,  and  the  condition  of  their  regulators. 

5.  Only  insure  or  guarantee  what  is  reasonably  insurable.  Keep  it 
simple,  and  do  not  insure  activities,  such  as  acquisition,  develop- 
ment, and  construction  (ADC)  lending,  whose  complexities  make 
it  difficult  for  the  insurer  to  assess  the  risks  involved. 

6.  Have  logical  and  fiilly- articulated  reasons  for  ()roviding  insurance 
or  guarantees  rather  than  other  forms  of  assistance. 

7  Cease  attempts  to  tie  provision  of  particular  financial  services,  such 
as  home  finance,  to  particular  types  of  insured  institutions. 

8.  The  national  policy  of  providing  insured  deposit  accounts  should 
be  maintained,  but  it  is  no  longer  necessary  to  tie  these  accounts 
to  specialized  institutions  such  as  banks  or  thrifts.  The  objective 
of  providing  a  safe  haven  for  the  public's  savings  should  be 
separated  fi-om  the  desire  to  encourage  certain  kinds  of  lending 
activities  such  as  home  mortgages. 
Specific  legislative  and  regulatory  recommendations  are  as  follows: 

•  Give  agencies  administering  federal  financial  insurance  and  guarantee 
programs  automatic  borrowing  authority,  using  Treasury  securities,  so 
that  losses  and  working  capital  needs  in  excess  of  existing  reserves  can 
be  covered  at  minimum  cost.  These  agencies  should  charge  user  fees, 
but  their  budgets  should  not  be  limited  to  such  kcs. 

•  As  fijlfillment  of  an  obligation  previously  assumed  by  the  United 
States,  the  Resolution  Trust  Corporation  (RTC)  should  prompdy 
receive  fijnding  sufficient  to  complete  its  resolution  of  the  S8cL  crisis 
of  die  1980s. 

•  Allow  institutions  to  offirr  federally  insured  deposit  accounts  soUly 
through  separately  capitalized,  federally  insured,  money  market  fiands 
authorized  to  invest  only  in  short-term  debt  instruments  for  which 
there  is  an  active  national  market.  Both  public  and  highly- rated  private 
issues  would  qualify.  These  "monetary  service  companies"  (MSCs) 
would  offer  federally  insured  accounts  accessible  for  third-party  transac- 
tions using  checks  or  electronic  transfers,  as  well  as  by  cash 
withdrawals. 

•  The  FDIC  would  establish  criteria  for  the  types  of  securities  eligible 
for  purchase  by  monetary  service  companies. 

•  Monetary  scr\'ice  companies  would  hold  rcser%'es  at  the  Federal 
R£ser\'e  (as  specified  by  the  latter)  and  have  access  to  its  discount 
window. 

•  Because  monetary  ser\'ice  companies  would  hold  only  highly  liquid, 
marketable  securities,  their  conditions  would  be  marked  to  market 
daily  and  their  risk  exposures  calculated. 

•  The  MSCs  would  be  subject  to  risk- based  capital  standards  and 
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insurance  premiums,  as  well  as  vigorous  and  effective  regulation  and 
supervision  by  die  FDIC. 

•  Widi  risk  easily  controlled  by  the  FDIC,  there  would  be  no  need 
for  the  "market  discipline"  of  uninsured  depositors;  accounts  would 
be  insured  without  limit  as  to  size,  allowing  large  payroll  and  other 
acdxities  to  be  fully  insured. 

•  Monetary  service  companies  could  be  affiliated  with  other  financial 
entities  including  but  not  restricted  to  banks.  They  could  share 
personnel  and  facilities,  but  could  not  lend  to  affiliates  or  parent 
organizations.  Nor  could  they  have  other  financial  transactions  uith 
them — except  payment  of  dividends,  which  would  be  regulated  by 
the  FDIC. 

•  Eliminate  all  other  federal  deposit  insurance.  Allow  a  transition 
period  of  several  years  to  provide  banks  and  thrifb  time  to  shift  their 
currently  insured  deposit  and  payment  activities  to  affiliated  monetary 
service  companies.  This  would  also  provide  time  to  adjust  to  the 
situation  in  which  liabilities  issued  to  finance  lending  and  other 
activities  outside  of  affiliated  monetary  service  companies  receive  no 
government  insurance  or  guarantees,  and  are  subject  to  no  special 
regulation. 

•  The  FDIC  would  adopt  safeguards  to  prevent  confiision  among 
potential  customers  and  other  members  of  the  public  concerning 
the  insured  accounts  at  monetary  service  companies  and  the  unin- 
sured liabilities  of  institutions  with  which  these  companies  might  be 
affiliated. 

•  The  U.S.  Office  of  Management  and  Budget  (OMB)  and  the  General 
Accounting  Office  (GAO)  should  be  required  to  make  a  joint  annual 
report  to  the  President,  the  Congress,  and  the  public  on  the  current 
loss  exposure  of  all  financial  insurance  and  guarantee  programs  of  the 
federal  government.  If  the  OMB  and  the  GAO  cannot  agree  on  the 
estimates,  each  agency  would  be  required  to  give  its  own  estimates 
and  the  reasons  for  variance  with  the.  other's. 

•  Each  agencN'  providing  financial  insurance  or  guarantees  would  be 
required  to  assess  possible  adverse  incentives  (moral  hazard)  and  adverse 
selection  built  into  their  programs.  They  should  develop  and  implement 
mechanisms  for  making  the  incentives  of  insured  or  guaranteed  entities 
compatible  with  containing  risks. 

•  All  agencies  providing  financial  insurance  or  guarantees  should  have 
authoritv'  to  determine  regulatory  and  examination  standards. 

Regulation 

If  banks  and  thrifts  continue  to  have  federally- insured  accounts  while 
engaging  in  activities  whose  risks  arc  difficult  to  evaluate,  reduced  taxpa\'er 
exposure  could  only  come  at  the  cost  of  more  resources  devoted  to 
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regulation  and  supervision,  and  greater  restrictions  on  the  activities  of 
thrifts  and  banks.  A  singular  benefit  of  the  proposed  transfer  of  federally- 
backed  deposit  accounts  to  monetary  service  companies  is  that  there 
would  be  a  substantial  reduction  in  the  amount  of  resources  devoted  to 
regulation  and  supervision,  and  taxpayer  protection  would  be  greatiy 
increased.  The  current  complex  and  extensive  regulation  and  supervision 
of  banks  and  thrifb,  and  their  holding  companies,  would  be  replaced  by 
a  streamlined  and  highly  manageable  program  applied  to  MSCs  by  the 
FDIC.  Because  a  substantial  transition  period  would  be  required  to 
transfer  insured  accounts  out  -of  banks  and  thrifts  and  into  monetary 
service  companies,  it  is  important  to  address  the  structure  of  regulation 
during  the  transition.  Furthermore,  examination  of  the  SScL  debacle 
suggests  certain  changes  to  regulation  of  federal  financial  insurance  and 
guarantee  programs  generally. 

Technology  and  market  forces  have  eroded  the  thrifts'  market  niche 
to  the  point  that  there  is  no  need  for  specially  chartered  institutions  to 
make  and  hold  standardized  home  mortgage  loans. 

•  Eliminate  thrifb  as  separately  chartered  and  regulated  entities  by 
converting  them  into  commercial  banks.  Existing  banking  powers  allow 
former  thrifb  to  specialize  in  home-lending  services  if  they  choose. 

•  Permit  appropriate  "grandfathering"  of  activities  currentiy  allowed 
under  unitary  thrift  holding  company  provisions. 

•  Eliminate  adverse  tax  consequences  of  conversions. 

•  Make  the  FDIC  the  sole  federal  insurer  of  depository  institutions  and 
the  sole  federal  charterer  and  regulator  of  insured  depositories.  The 
FDIC  should  remain  an  independent  agency,  reporting  to  Congress. 
But  it  should  be  required  to  consult  regularly  with  the  Federal  Reserve 
and  make  available  to  it,  on  a  timely  basis,  all  pertinent  information 
concerning  the  condition  of  insured  depository  institutions. 

•  Make  all  federally  insured  depository  institutions  subject  to  federal 
rules,  regulations,  and  examination.  These  should  supersede  state  rules, 
regulations,  and  examinations  —  upon  a  finding  that  the  latter  threaten 
the  safety  and  soundness  of  the  insurance  program.  But  the  FDIC 
should  allow  experimentation  in  the  states  with  respect  to  new  powers, 
and  other  innovation  consistent  with  safet)'  and  soundness. 

•  Eliminate  the  Office  of  the  ComptroUer  of  the  Currencv'  and  the  Office 
of  Thrift  Supervision.  These  are  legacies  of  a  historically  fi-agmented 
financial  system  which  passage  of  time  has  overtaken. 

Accounting 

Reforms  are  needed  in  accounting  principles  applied  to  entities 
receiving  financial  insurance  and  guarantees.  Most  importandy,  no 
government  agency  should  allow  accounting  standards  and  practices  to 
disguise  the  conditions  of  those  it  regulates  and  insures,  as  the  Bank  Board 
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did.  The  need  for  reform  goes  beyond  abuses  of  regulatory  accounting 
standards  to  include  uses  of  generally  accepted  accounting  principles 
(GAAP)  as  well.  There  must  be  adequate  disclosure  of  the  condition  of 
endties  receiving  financial  insurance  or  guarantees,  using  market-value 
accounting  when  appropriate. 

•  Congress  should  request  that  the  Financial  Accounting  Standards 
Board,  working  with  the  Securides  and  Exchaoge  Commission  (SEC) 
and  agencies  responsible  for  federal  financial  insurance  and  guarantees, 
develop  improved  accounting  standards  in  areas  where  abuses  either 
have  arisen  or  are  likely  to  arise  in  insured  or  guaranteed  entities.  The 
objective  is  to  improve  GAAP  for  these  entities,  or — if  that  proves 
impossible — to  develop  stringent  regulatory  accounting  standards. 

•  Examples  of  areas  needing  attention  are:  treatment  of  loan-loss 
reserves,  goodwill  accounting,  treatment  of  fee  and  interest  income, 
the  distinction  between  loans  and  equity  positions,  and  capitalization 
of  expenses  and  interest. 

Abuses  and  firaud 

Substantial  progress  has  been  made  in  recent  years  in  combating, 
eliminating,  and  prosecuting  abuses  and  fraud  in  depository  institutions, 
and  they  are  not  likely  to  regain  the  proportions  achieved  in  the  1980s. 
The  Commission's  recommendations  concerning  reform  of  deposit  in- 
surance and  regulation  would  be  potent  means  of  reducing  ft^ud  and 
abuse  even  ftirther  because  they  would  eliminate  many  incentives  and 
opportunities  to  engage  in  these  practices.  Yet,  a  number  of  additional 
steps  can  make  even  greater  progress. 

•  The  legal  and  accounting  professions  should  develop  specialized  rules 
of  professional  responsibility  for  attomeys  and  accountants  representing 
institutions  receiving  federal  insurance  or  guarantees.  These  rules 
should  address  the  peculiar  issues  of  confidentiality,  disclosure,  loyalt\', 
and  responsibility  applicable  to  these  institutions.  The  Federal  Reser^-e 
Board,  FDIC,  SEC,  and  the  Treasury  and  Justice  Departments  should 
be  required  to  comment  on  the  rules  of  professional  responsibilit\' 
before  they  have  been  promulgated.  When  the  rules  are  established, 
remaining  comments  of  the  above  agencies  and  departments  should 
be  published  by  the  0MB  in  a  public  report  along  with  responses  by 
the  professional  associations  involved. 

•  Each  federal  ageno.'  responsible  for  regulating  institutions  rccei\'ing 
federal  financial  insurance  or  guarantees  should  include  an  anti- fraud 
unit  composed  of  attorneys,  investigators,  accountants,  and  others 
specializing  in  the  discover)',  investigation,  and  documentation  of  fraud 
and  abuses.  The  unit  would  conduct  initial  investigations  of  reports 
of  ft^ud  and  other  abuses,  and  provide   support  services   to   the 
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individual  U.S.  Attorneys  Offices  or  others  to  which  criminal  matters 
arc  referred  for  prosecudon. 

•  Each  federal  agency  responsible  for  regulating  institutions  receiving 
federal  financial  insurance  or  guarantees  should  require  that  every 
institution  under  its  jurisdiction  appoint  an  inspector  general  ("business 
practices  officer")  who  would  periodically  review  and  report  upon  the 
practices  of  the  institution.  The  inspcCTor  general  should  be  appointed 
for  a  fixed  term  (e.g.,  five  years)  with  approval  of  the  federal  regulatory 
authority.  The  inspector  general  should  be  eligible  for  reappointment 
for  no  more  than  one  additional  term.  In  no  case  could  this  officer 
be  removed  by  an  institution  except  with  the  approval  of  the  federal 
regulatory  authority. 

The  guardians 

The  public  was  left  in  the  dark  as  the  S&L  debacle  developed.  The 
greater  disclosure  of  the  condition  of  entities  receiving  federal  financial 
insurance  and  guarantees  recommended  above  would  correct  many 
problems.  But  there  must  be  better  access  to  the  views  of  impartial  and 
knowledgeable  experts,  congressional  oversight  could  be  improved,  and 
greater  diligence  must  be  applied  by  the  news  media. 

•  Congress  should  delegate  to  the  Federal  Reserve  Board  authority  to 
appoint  a  non-partisan  oversight  board  for  federal  deposit  insurance 
activities.  The  oversight  board  could  be  organized  much  like  the 
Financial  Accounting  Standards  Board  (FASB).  However,  it  should  not 
have  the  rule-making  authority  of  that  body. 

•  The  operating  budget  should  be  paid  by  die  Federal  Reserve  to 
assure  the  oversight  board's  independence. 

•  Appointees  should   be   chosen   fi-om   the   ranks  of  distinguished 
economists,  attorneys,  accountants,  and  concerned  citizens. 

•  The  Oversight  Board  should: 

•  evaluate  existing  rules,  regulations,  and  examination  procedures 
that  either  appear  too  lax  or  that  industry  representatives  indicate 
represent  an  undue  burden, 

•  evaluate  proposed  new  statutes,  rules  and  regulations, 

•  evaluate  the  risk  exposure  for  federal  deposit  insurance  estimated 
by  the  OMB  and  the  GAO  as  recommended  above, 

•  analyze  and  propose  remedies  for  moral  hazard  and  other  per\'erse 
incentives  of  the  type  that  arose  with  S&dLs, 

•  publish  an  annual  report,  testify  at  congressional  oversight  hear- 
ings, and  issue  press  releases  on  issues  concerning  federal  deposit 
insurance. 

•  While  the  scope  of  the  proposed  Oversight  Board's  jurisdiction  might 
logically  be  extended  to  include  other  federal  insurance  and  guaran- 
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tee  programs,  the  Commission  makes  no  recommendation  in  this 
regard  since  those  programs  were  beyond  the  scope  of  the  Commis- 
sion's investigadon. 
•  The  Oversight  Board  should  have  the  authority,  budget,  and 
credibility  to  gain  publicit)'  for  its  acrivides  so  that  it  can  focus  public 
attention  and  encourage  political  action  on  long-term  problems  and 
solutions  that  are  typically  ignored  by  the  reactive  "media  and  political 
establishments. 

•  Congressional  committees  charged  with  oversight  responsibilities  for 
agencies  administering  federal  financial  insurance  and  guarantees  should 
use  GAO  data  and  analyses  as  counterweights  to  those  provided  by 
regulators,  and  the  committees  should  frequendy  solicit  testimony  by 
the  recommended  oversight  board.  These  committees  need  greater  staff 
expertise  (not  larger  staffs);  they  could  enhance  the  know-how  and 
perspectives  available  to  them  by  establishing  visiting  scholar 
programs. 

•  A  more  vigilant  media,  with  reporters  who  arc  better  trained  in 
economic  and  fmancial  af^rs,  could  contribute  much  to  keeping 
pressure  on  Congress  and  the  executive  branch  to  prevent  future 
debacles.  A  study  should  be  undertaken  by  a  school  of  journalism  or 
an  impartial  foundation  to  ascertain  why  the  media  failed  to  investigate 
and  report  the  developing  S8cL  calamity  in  a  timely  fashion.  Hopeflilly 
the  study  could  suggest  ways  in  which  the  media  could  do  its  job 
better. 
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On  several  occasions  since  1970,  the  Federal  Reserve  has  intervened  to  help 
prevent  or  delay  the  failure  of  a  large  individual  commercial  bank.  It  has 
typically  not  played  a  similar  role  with  respect  to  smaller  banks.  Moreover, 
in  three  instances,  the  Federal  Reserve  has  intervened  to  rescue  capital  market 
institutions  other  than  banks. 

These  actions  have  been  criticized  as  inconsistent  with  the  responsibilities  of  a 
central  bank,  which  have  traditionally  been  defined  to  include  the  maintenance  of  the 
monetary  base  (gold,  currency,  or  bank  reserves)  and  control  over  the  growth  rate  of 
the  money  supply.  The  central  bank  has  also  been  perceived  as  the  ultimate  source  of 
liquidity  for  the  financial  system  as  a  whole.  Thus,  in  time  of  financial  crises,  the 
central  bank  was  to  be  the  "lender  of  last  resort."  It  should  lend  generously  to  other 
banks  faced  with  a  sudden  public  demand  for  liquidity  although  it  should  provide 
funds  at  a  penalty  interest  rate. 

This  traditional  view  of  the  central  bank's  last  resort  lending  function  is  primarily 
the  product  of  I9th  century  thinking  in  Great  Britain.  The  term  "lender  of  last  resort" 
was  apparently  first  used  by  Sir  Francis  Baring  ( 1 797)  when  he  referred  to  the  Bank  of 
England  as  the  "dernier  resort,"  the  source  of  liquidity  for  all  banks  in  a  period  of 
crises.  The  first  full  treatment  of  the  idea  was  provided  by  Henry  Thornton  in 
testimony  before  Parliament  and  in  public  speeches,  but  his  comprehensive  exposition 
of  the  last  resort  lending  function  appeared  in  1802.  However,  when  the  subject  arises 
among  economists,  the  naime  that  comes  to  mind  most  readily  is  that  of  Walter 
Bagehot.  His  definitive  analysis  and  recommendations  were  presented  in  1873  in 
Lombard  Street. 


■  Andrew  F.  Brimmer  is  President,  Brimmer  and  Company,  Inc.  Washington,  DC,  and  Wilmer 
D.  Barrett  Professor  of  Economics,  University  of  Massachusetts,  Amherst,  Massachusetts. 
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Bagehot,  as  did  Thornton  before  him,  stressed  the  Bank  of  England's  role  as  the 
holder  of  the  country's  gold  reserve,  which  in  his  day  was  the  ultimate  foundation  of 
the  money  supply.  Consequently,  the  Bank  should  be  prepared  to  lend  freely  if  the 
demand  for  cash  increased  dramatically.  If  faced  with  an  external  drain  of  specie,  the 
Bank  should  raise  its  own  lending  rate  sharply  to  induce  domestically-held  gold  to 
remain  at  home  and  to  attract  gold  from  abroad.  In  response  to  a  suddenly  strong 
domestic  demand  for  liquidity,  the  Bank  should  issue  new  bank  notes  and  lend  to 
domestic  borrowers  as  required.  But,  to  reduce  "  moral  hazard"  (that  is,  assuming  the 
burden  of  bad  loans  made  by  incompetent  private  lenders),  such  accommodation 
should  be  temporary,  and  the  credit  should  be  extended  at  a  penalty  interest  rate. 

Thus,  Bagehot  identified  the  last  resort  lending  function  with  the  central  bank's 
macroeconomic  role,  which  focused  on  the  protection  of  the  monetary  base  to  assure 
the  availability  of  funds  for  the  financial  system  as  a  whole.  It  had  to  be  market 
oriented  and  not  concerned  with  the  survival  of  a  private  institution.  Although  an 
individual  commercial  bank  could  borrow  from  the  central  bank,  it  was  perceived  as  a 
conduit  to  channel  liquidity  to  the  public;  it  was  not  seen  as  the  beneficiary  of  aid  to 
prevent  its  ov*m  failure. 

With  varying  degrees  of  amplification  by  scholars  who  followed,  Bagehot's 
conception  of  the  last  resort  lending  function  is  shared  by  most  economists  today, 
especially  by  monetarists.'  Translated  into  contemporary  central  banking  practices  in 
the  United  States,  it  implies  that  the  Federal  Reserve  System  must  be  prepared  to 
assure  the  liquidity  of  the  economy  at  large.  It  should  seek  to  control  the  growth  rate 
of  the  monetary  base  to  achieve  macroeconomic  objectives  (particularly  the  eradica- 
tion of  inflationary  pressures),  and  it  should  abstain  from  efforts  to  rescue  individual 
banks.  In  pursuit  of  this  pxjlicy  goal,  open  market  operations  rather  than  the  discount 
window  should  be  the  preferred  instrument. 

In  general,  the  Federal  Reserve  subscribes  to  and  seeks  to  carry  out  the  prescrip- 
tion described  above.  However,  on  several  occasions,  it  has  also  digressed  from  its 
overall  strategy  of  monetary  control  to  undertake  a  tactical  rescue  of  individual  banks 
and  segments  of  the  capital  market.  It  has  defended  its  actions  on  the  ground  that  the 
actual  failure  of  the  distressed  institutions  would  have  posed  unacceptable  systemic 
risks,  meaning  that  the  adverse  effects  probably  would  have  spread  and  severely 
damaged  the  financial  fabric  of  the  country  at  large. 

The  three  commercial  bank  episodes  in  which  the  Federal  Reserve  intervened 
included  Franklin  National  (1974),^  SeaFirst  (1984),  and  Continental  Illinois  (1984). 
Each  of  these  banks  was  part  of  a  highly  developed  network  of  banking  relationships 
which  constitute  the  domestic  and  international  money  markets.  The  threads  which 
link  the  participants  are  large,  highly  interest-sensitive,  short-term  deposits  and  other 


The  evolution  of  economists'  thought  on  the  central  bank  as  lender  of  last  resort  is  treated  comprehensively 
by  Humphrey  and  Keleher  (1984). 
I  have  discussed  the  Franklin  National  episode  more  fully  elsewhere,  in  Brimmer  (1976a,  b). 
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balances.  For  the  banks,  these  are  key  sources  of  liquidity;  for  those  who  supply  the 
funds,  they  represent  a  major  part  of  their  short-term  earning  assets. 

But  on  three  other  occasions,  the  Federal  Reserve  intervened  to  counter  systemic 
risks  to  the  financial  system  beyond  the  arena  of  commercial  banks.  The  events  which 
prompted  these  actions  were  the  threat  to  the  commercial  paper  market  triggered  by 
the  bankruptcy  of  the  Penn  Central  Railroad  in  June  1970,  the  pressures  on 
broker-dealer  firms  generated  by  the  collapse  of  speculation  in  silver  in  eariy  1980, 
and  the  near  failiare  of  the  clearing  and  settlement  systems  operated  by  stock  and 
commodity  exchanges  which  occurred  during  the  stock  market  crash  of  1987. 

I  was  a  Member  of  the  Board  of  Governors  of  the  Federal  Reserve  System  during 
the  Penn  Central  episode,  and  I  shared  in  the  decisions  to  intervene.  As  a  Public 
Governor  of  the  Commodity  Exchange,  I  lielped  to  formulate  the  policies  applied 
during  the  silver  sp>eculation  and  in  the  aftermath  of  the  stock  market  collapse.  The 
discussion  which  follows  draws  on  those  experiences. 


Penn  Central  Bankruptcy  and  the  Commercial  Paper  Market 

In  May  1970,  senior  officials  of  Penn  Central  Railroad  told  Nixon  Administra- 
tion officials  that  the  railroad  was  on  the  verge  of  bankruptcy  and  would  not  be  able 
to  meet  its  obligations  unless  it  received  Federal  Government  assistance.  The  company 
sought  to  justify  its  appeal  on  the  grounds  that  it  was  performing  vital  national 
defense  transportation  services,  and  its  bankruptcy  would  disrupt  the  defense  effort. 

The  Administration  expressed  sympathy  for  Penn  Central's  plight  and  asked 
Congress  to  pass  enabling  legislation  to  provide  financial  assistance  on  an  emergency 
basis.  The  Federal  Reserve  supported  that  recommendation.  But  after  six  weeks  of 
debate,  Congress  declined  to  adopt  the  measure. 

In  the  meantime,  the  Nixon  Administration  asked  the  Federal  Reserve  Board  to 
authorize  the  Federal  Reserve  Bank  of  New  York  to  lend  directly  to  Penn  Central. 
The  request  was  made  under  that  provision  of  the  Federal  Reserve  Act  which  allows 
Federal  Reserve  Banks  (upon  an  affirmative  vote  of  at  least  five  members  of  the 
Federal  Reserve  Board)  to  make  loans  to  individuals,  partnerships,  or  corporations  for 
short  periods  of  time  if  the  latter  cannot  get  suflScient  credit  from  commercial  banks. 
But  to  qualify,  borrowers  must  be  creditworthy,  and  the  loans  must  be  secured  by 
collateral  acceptable  to  the  Reserve  Bank. 

Upon  receipt  of  the  request,  the  Federal  Reserve  Board  instructed  the  Federal 
Reserve  Bank  of  New  York  (FRBNY),  augmented  by  staff  experts  from  the  Federal 
Reserve  Bank  of  Philadelphia,  to  appraise  Penn  Central's  creditworthiness.  On 
Thursday,  June  18,  the  FRBNY  told  the  Federal  Reserve  Board  that  Penn  Central 
probably  would  not  be  able  to  repay  any  credit  that  might  be  extended.  After 
thorough  discussion,  the  staffs  recommendation  that  the  loan  not  be  granted  was 
accepted. 
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On  Friday,  June  19,  the  Federal  Reserve  Board  told  officials  in  the  U.S.  Treasury 
that  Penn  Central  would  not  be  permitted  to  borrow  from  the  FRBNY.  So  on  Sunday, 
June  21,  that  railroad  went  into  federal  court  to  seek  a  receivership. 

In  the  meantime,  the  Federal  Reserve  Board  knew  by  mid-afternoon  on  Friday, 
June  19,  that  Penn  Central  would  be  declared  bankrupt  over  the  weekend.  The  Board 
anticipated  that  the  announcement  would  have  a  seriously  adverse  effect  on  the 
money  market,  particularly  on  the  commercial  paper  segment.  Penn  Central  had  a 
sizeable  volume  of  commercial  paper  outstanding  with  very  short  maturities,  and 
bankruptcy  would  mean  an  immediate  default  on  its  commercial  paper  obligations. 
Such  an  event  was  expected  to  have  a  chilling  effect  on  the  commercial  papjer  market, 
and  issuers  would  find  it  difficult  to  roll  over  their  maturing  obligations. 

The  Federal  Reserve  Board  anticipated  that  many  commercial  and  industrial 
firms  which  had  previously  relied  on  sales  of  commercial  paper  to  raise  funds  would 
have  to  revert  to  commercial  banks  for  accommodation.  Due  to  the  monetary  restraint 
which  the  Federal  Open  Market  Committee  (FOMC)  was  then  pursuing,  most  money 
center  banks  had  no  excess  reserves.  However,  the  member  banks  were  invited  to 
borrow  from  their  district  Federal  Reserve  Banks.  Over  June  20-21,  an  official  of  the 
FRBNY  called  a  number  of  large  money  market  banks  to  alert  them  to  the  nature  of 
the  situation  they  would  probably  face  on  Monday.  They  were  told  that  they  should 
be  prepared  to  meet  the  credit  needs  of  their  customers,  and  that  they  could  obtain 
from  their  Federal  Reserve  Bank  the  reserves  required  to  suppxDrt  the  related  expan- 
sion in  deposits.  However,  commercial  banks  were  also  told  that,  while  Federal 
Reserve  Banks  would  provide  liquidity,  they  would  have  to  take  the  credit  risk 
involved  in  lending  to  their  business  borrowers. 

As  the  Penn  Central  episode  was  unfolding.  Regulation  Q  ceilings  on  interest 
rates  paid  on  time  and  savings  deposits  were  forcing  funds  into  higher  yielding  money 
market  investments.  The  expected  rise  in  short  term  interest  rates  would  aggravate  the 
problem.  Consequently,  the  Federal  Reserve  Board  voted  to  suspend  immediately  the 
ceilings  on  all  deposits  of  $100,000  and  over.  This  agreement  was  reached  on  Monday, 
June  22,  but  the  formal  vote  was  delayed  undl  the  next  day  to  jjcrmit  the  Federal 
Deposit  Insurance  Corporation  (FDIC)  and  the  Federal  Home  Loan  Bank  Board  to 
take  parallel  action. 

It  so  happened  that  a  regular  meeting  of  the  FOMC  was  already  scheduled  for 
Tuesday,  June  23rd,  and  the  Reserve  Bank  presidents  were  already  in  town.  Before 
the  FOMC  meeting  began,  the  presidents  were  briefed  on  the  recent  actions,  and  they 
were  asked  to  contact  commercial  bankers  in  their  respective  districts.  In  the  FOMC 
meeting  which  followed,  the  Board's  liberalizing  moves  were  accepted. 

A  number  of  commercial  banks  did  borrow  from  Federal  Reserve  Banks  under 
the  special  dispensation.  The  maximum  amount  outstanding  was  around  $575  million 
reached  in  mid-July.  By  the  end  of  September,  the  extra  borrowing  from  Federal 
Reserve  Banks  had  been  repaid. 

In  summary,  as  a  by-product  of  the  Penn  Central  bankruptcy,  the  commercial 
paper  segment  of  the  capital  market  was  severely  buffeted.  To  assure  continued 
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liquidity,  the  Federal  Reserve  Board  stepped  in  to  assure  that  an  important  sector  of 
the  capital  market  would  continue  to  function. 


Brokers  and  Dealers  and  Speculation  in  Silver 

In  March  1980,  a  number  of  brokers  and  dealers  in  securities  and  commodities 
suddenly  found  themselves  on  the  edge  of  bankruptcy.  They  were  carried  there  in  the 
backwash  of  the  intense  speculation  in  silver  that  occurred  in  late  1979  and  early 
1980.  If  they  had  failed,  several  major  money  center  banks  also  would  have  suffered 
serious  loan  losses,  and  the  financial  markets  generally  would  have  been  seriously 
disrupted. 

Vigorous  speculation  in  silver  futures  began  in  September  1979.  At  that  time, 
members  of  the  Hunt  family  of  Texas  (Bunker,  Herbert,  and  Lamar)  decided  to 
expand  their  already  sizeable  holdings  of  silver  bullion.  Consequently,  they  began  to 
buy  silver  in  both  the  spot  (or  cash)  market  and  also  to  take  long  positions  in  silver 
futures  contracts  on  the  Commodity  Exchange  (COMEX)  in  New  York  City.  How- 
ever, contrary  to  normal  practice  in  futures  markets,  the  Hunts  stood  for  delivery  of 
the  physical  commodity  when  the  contracts  matured  instead  of  settling  their  claims  in 
cash.  Upon  taking  possession  of  bullion,  the  Hunts  not  only  moved  it  from  exchange 
warehouses  but  actually  shipped  a  significant  part  of  their  stock  to  vaults  in  Switzer- 
land. This  behavior  created  a  progressive  shortage  of  silver  for  industrial  uses. 

The  strong  speculative  demand  for  silver  exerted  sharp  upward  pressure  on 
prices.  For  example,  in  the  week  of  August  3,  1979,  cash  prices  for  silver  averaged 
$8.95  per  ounce.  On  COMEX  in  the  same  week,  the  maturing  futures  contract  price 
averaged  $8.87.  But  pressures  on  prices  mounted  steadily  and  lifted  the  cash  quotation 
to  $18.77  and  the  futures  price  to  $18.81  in  the  week  ended  November  30.  By  the  end 
of  the  year,  the  spot  price  for  silver  was  recorded  at  $28.00  p»er  ounce,  and  the 
maturing  COMEX  contract  traded  at  $29.35.  Then,  in  less  than  three  weeks,  silver 
prices  jumped  by  nearly  three-quarters.  On  January  17,  1980,  the  spot  price  peaked 
at  $50.42,  and  the  COMEX  contract  traded  at  an  average  of  $46.80  in  the  same 
week. 

Paralleling  and  partly  driving  the  sharp  rise  in  prices  was  a  progressive  concen- 
tration of  silver  (both  physical  materials  and  futures  contracts)  in  the  hands  of  a  few 
speculators  among  whom  the  Hunts  and  their  associates  were  the  most  active.  For 
instance,  in  the  week  ended  August  3,  1979,  the  open  interest  (the  number  of 
outstanding  contracts  of  5,000  ounces  each)  on  COMEX  was  reported  at  4244 
contracts  of  which  28  percent  were  held  by  the  four  largest  holders.  By  the  week  of 
October  26,  the  open  interest  had  jumped  to  8998  contracts,  and  the  four  primary 
sjaeculators  held  54  percent  of  the  total. 

The  greatest  degree  of  concentration  of  ownership  in  the  silver  market  occurred 
during  the  week  of  January  11,  1980.  In  that  period,  open  interest  on  COMEX  stood 
at  18,577  contracts,  and  the  four  long  holders  (mainly  the  Hunts)  accounted  for  69.1 
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percent  of  them.  This  figure  translated  into  64.2  million  ounces  of  silver  with  a  market 
value  of  S2.5  billion. 

In  reaction  to  this  situation,  the  COMEX  Board  of  Governors  established  a 
Special  Silver  Committee,  and  I  was  named  its  Chairman.  The  Committee's  main 
assignment  was  to  devise  and  implement  means  to  reduce  the  extraordinary  degree  of 
concentration  and  to  assure  that  the  silver  contracts  would  liquidate  in  an  orderly 
manner.  In  pursuit  of  these  objectives,  the  Committee  relied  mainly  on  negotiations 
and  moral  suasion  (principally  with  brokers  and  dealers  who  handled  orders  for 
customers  but  sometimes  with  the  speculators  themselves).  The  Committee  mainly 
urged  holders  to  roll  their  positions  forward  into  distant  contract  months  rather  than 
stand  to  receive  bullion  upon  the  maturity  of  the  contracts.  The  Committee  was 
moderately  successful  in  this  effort. 

However,  in  view  of  the  persistence  of  a  high  degree  of  concentration  in  contracts 
maturing  in  the  nearby  months,  on  January  7,  1980,  the  COMEX  Board  of  Gover- 
nors (rather  than  the  Special  Silver  Committee)  imposed  position  limits  on  the 
beneficial  ownership  of  silver  futures  contracts.  While  the  volume  of  outstanding 
contracts  declined  slightly  over  the  next  few  weeks,  the  degree  of  concentration 
actually  increased.  Consequently,  on  January  21,  1980,  the  COMEX  Board  voted 
that  trading  in  all  silver  futures  contracts  be  permitted  for  liquidation  only.  No  new 
position  could  be  acquired  except  by  short  sellers  whose  primary  purpose  was  to  effect 
delivery  of  silver  upon  maturity  of  their  contracts.  The  liquidation-only  order  was 
lifted  in  February  1980. 

By  these  measures,  COMEX  pricked  the  bubble  of  silver  spieculation.  Prices 
decreased  noticeably,  from  an  average  of  $46.80  in  the  week  of  January  18  to  $34.15 
by  the  end  of  that  month.  More  silver  bullion  began  to  show  up  in  COMEX 
warehouses. 

Prices  then  stabilized  somewhat  and  remained  in  the  range  of  $32.90  to  $37.10 
during  the  week  of  March  7.  But  in  the  middle  of  that  month,  speculators  began  to  be 
squeezed  by  falling  silver  prices  and  the  need  to  post  maintenance  margins  against 
their  outstanding  contracts,  since  many  of  the  contracts  had  been  financed  by  loans 
from  broker-dealers  or  from  commercial  banks.  As  a  general  practice,  most  COMEX 
member  firms  lent  their  customers  no  more  than  75  percent  of  the  market  value  of  a 
contract,  which  was  determined  at  the  close  of  business  each  day  using  the  final  price 
set  on  COMEX.  Thus,  as  the  price  of  silver  declined,  calls  increasingly  went  out 
requiring  contract  holders  to  fwst  more  maintenance  margin. 

From  mid-March,  an  expanding  number  of  speculators  found  it  increasingly 
difficult  to  meet  the  margin  requirements.  Following  the  usual  practice  in  the  industry, 
most  sjieculators  had  withdrawn  the  cash  thrown  off  as  the  market  value  of  silver 
contracts  had  risen  day-by-day.  Some  of  them  (including  the  Hunts)  used  the  cash  to 
buy  more  silver.  Thus,  when  the  price-margin  scissors  began  to  cut,  many  speculators 
could  get  new  cash  only  by  borrowing  from  broker-dealers,  from  banks,  or  by  selling 
in  the  op>en  market  the  silver  they  held. 

In  addition,  a  number  of  broker-dealers  themselves  were  hard  pressed  by 
declining  prices.  Under  the  rules  of  New  York  Stock  Exchange  (NYSE),  member  firms 
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(some  of  whom  also  hold  membership  on  COMEX)  are  subject  to  strict  capital 
requirements.  In  1980,  the  minimum  capital  ratio  was  4  percent  of  the  amount 
outstanding  in  their  customers'  accounts.  The  rules  also  required  that  the  firms  charge 
against  their  capital  any  uncovered  losses  suffered  in  the  disposition  of  customers' 
contracts  liquidated  to  satisfy  margin  call. 

This  is  exactly  the  situation  in  which  the  Hunts  and  their  broker-dealers  found 
themselves  as  the  silver  speculation  wound-down  in  early  1980.  The  Hunts'  primary 
silver  broker  was  Bache  Metals,  a  subsidiary  of  the  Bache  Group,  which  also  included 
Bache  Halsey  Stuart,  a  leading  broker-dealer  in  securities.  As  of  March  14,  1980,  the 
Hunts'  silver  futures  contracts  outstanding  on  the  books  at  Bache  were  worth  $480 
million  valued  at  the  price  in  the  spot  piarket.  On  that  day,  the  accounts  were 
carrying  S429  million  of  unrealized  losses.  The  Hunts  had  $233  million  in  loans  from 
Bache  Halsey,  and  2,992  warehouse  receipts  had  been  posted  as  collateral.  The  Hunts' 
account  at  Bache  Halsey  was  also  in  deficit  by  $108  million. 

Reflecting  these  developments,  on  March  17,  the  senior  management  at  the 
Bache  group  asked  the  Hunts  to  put  up  an  additional  $44  million  in  maintenance 
margin.  The  Hunts  could  not  meet  the  call  within  the  regular  time  allowed.  Conse- 
quently, they  were  in  actual  default  on  their  contracts.  However,  rather  than  liquidate 
the  Hunts'  silver  to  satisfy  the  call  (which  would  have  been  the  usual  step),  Bache 
extended  loans  to  the  Hunts.  The  broker-dealer  firm,  in  turn,  obtained  loans  from 
banks  and  used  the  proceeds  to  enable  the  Hunts  to  hold  on  to  their  silver. 

Another  margin  call  of  $100  million  went  out  to  the  Hunts  on  March  25.  The 
Hunts  could  not  meet  this  call,  so  Bache  began  to  liquidate  the  Hunts'  silver  to  raise 
cash.  These  sales  contributed  to  a  further  sharp  decline  in  prices.  For  example,  in  the 
week  ended  March  21,  the  COMEX  silver  price  averaged  $22.50.  On  March  26,  the 
contract  price  was  quoted  at  $15.80.  But  the  next  day,  Thursday  March  27,  addi- 
tional margin  calls  were  made.  For  the  Hunts,  the  new  calls  made  by  Bache  exceeded 
$100  million,  and  they  could  not  be  met.  The  liquidation  of  contracts  continued. 
Along  with  it,  the  COMEX  price  dropped  by  $5.00  to  $10.80  in  one  day. 

As  selling  pressures  developed  and  silver  prices  plummeted,  rumors  spread 
through  the  financial  markets  asserting  that  the  Hunts  were  in  a  serious  financial  bind 
and  that  they  were  about  to  drag  Bache  into  bankruptcy.  Other  brokerage  firms  were 
also  said  to  be  facing  difficulties.  The  uncertainty  had  a  chilling  effect  in  the 
marketplace,  and  many  investors  sold  securities  and  switched  their  funds  into  U.S. 
government  issues.  Reflecting  this  rush  to  safe  havens,  the  Dow  Jones  industrial 
average  of  stock  prices  dropped  by  25  points  within  a  few  hours  (although  the  average 
did  close  up  2  ^  p>oints  for  the  day  as  a  whole.) 

On  March  28,  the  Hunts  defaulted  on  a  commitment  arranged  in  January  1980, 
to  purchase  28.5  million  ounces  of  silver  at  approximately  $36.00  per  ounce  from 
Philipp  Brothers,  which  was  a  subsidiary  of  Englehart  Minerals  &  Chemicals  Com- 
pany. Another  delivery  of  12.0  million  ounces  valued  at  $434  million  was  set  for 
March  31,  1980.  When  the  Hunts  told  Englehart  a  few  days  ahead  of  time  that  they 
would  not  be  able  to  receive  and  pay  for  the  silver,  the  Hunts  faced  the  prospect  of 
what  could  have  turned  out  to  be  the  largest  default  by  a  single  group  of  commodity 
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speculators  ever  recorded  in  the  U.S.  market.  That  prospect  was  one  of  the  threats  to 
the  nation's  financial  fabric  with  which  the  Federal  Reserve  and  a  group  of  money 
center  banks  had  to  wrestle  over  the  last  weekend  in  March. 

As  of  March  27,  1980,  the  Hunts'  largest  loan  (S236  million)  was  provided  by 
Bache.  Merrill  Lynch  had  lent  S169  million;  ACLI  International  had  lent  $134 
million;  E.  F.  Hutton  had  lent  $100  million,  and  Mocatta  Metals  had  lent  $26 
million.  Nine  commercial  banks  had  provided  the  Hunts  $614  million  with  which  to 
acquire  silver.  In  total,  the  Hunts'  silver-related  loans  totaled  $1.4  billion  on  March 
27,  1980.  The  Hunts'  leading  broker-dealer  (Bache  Halsey)  in  turn  raised  funds  from 
commercial  banks  which  were  used  to  finance  their  silver  holdings.  The  bank  loans 
were  secured  by  Hunt  silver  warehouse  receipts.  If  the  Hunts  had  ultimately  defaulted 
on  their  commitments  to  the  point  where  they  could  not  have  repaid  Bache  Metals, 
the  bank  loans  in  turn  would  have  been  written  off.  These  losses  would  have  had  an 
adverse  impact  on  the  banks  which  had  extended  the  credit. 

As  mentioned  above,  the  deterioration  in  the  Hunts'  account  at  Bache  Halsey  put 
extreme  pressure  on  that  firm's  capital  position.  For  example,  as  of  March  14,  1980, 
Bache  Halsey's  minimum  net  capital  requirement  under  NYSE  rules  wjis  $37.7 
million.  But  if  the  Hunts'  large  silver  account  had  been  valued  and  liquidated  at  spot 
prices  and  the  resulting  loss  charged  against  Bache  Halsey's  capital,  the  latter  would 
have  been  in  deficit  by  $107  million.  However,  since  the  account  was  valued  on  the 
basis  of  futures  prices  (in  keeping  with  industry  practice),  the  Bache  Halsey  minimum 
capital  was  recorded  at  $130  million.  Finally,  on  March  27,  a  spot  price  valuation  of 
the  account  would  have  left  Bache  Halsey's  capital  in  deficit  by  $64.5  million.  Under 
NYSE  rules,  Bache  would  not  have  been  able  to  take  on  any  new  business.  For  all 
practical  purposes,  it  would  have  been  thrown  into  bankruptcy. 

Driven  by  these  extreme  pressures  on  its  capital  position,  on  March  26-27,  1980, 
senior  executives  of  the  Bache  Group  sought  to  persuade  COMEX  officials  to  close  the 
exchange  and  allow  trading  of  futures  contacts  for  liquidation  only.  They  were  turned 
down.  They  then  appealed  to  the  U.S.  Commodity  Futures  Trading  Commission 
(CFTC)  which  has  oversight  of  COMEX  as  well  as  of  other  commodities  exchanges. 
The  Bache  Group  oflScials  also  tried  to  pjersuade  the  U.S.  Treasury  and  the  Federal 
Reserve  Board  to  close  the  market.  After  much  discussion  (in  some  of  which  I 
participated  with  Federal  Reserve  and  Treasury  officials),  the  decision  was  made  early 
on  the  morning  of  March  28  not  to  close  the  commodities  market. 

This  was  a  wise  decision.  If  U.S.  markets  had  been  closed,  silver  trading  would 
have  continued  in  London.  Thus,  the  world  price  of  silver  probably  would  have 
continued  to  drop.  This  would  have  generated  additional  large  margin  calls  in  the 
United  States.  Since  many  speculators  could  not  have  raised  cash  quickly  to  cover  the 
shortfall,  many  broker-dealer  firms  would  have  seen  their  capital  erode  rapidly. 
Consequently,  a  number  of  those  firms  would  have  been  thrown  into  bankruptcy. 

The  quest  for  a  solution  to  the  Hunts'  financial  difficulties  ended  in  Boca  Raton, 
Florida,  where  a  meeting  of  the  Reserve  City  Bankers  Association  was  taking  place. 
The  Chairman  of  the  Federal  Reserve  Board  was  also  in  attendance.  During  negotia- 
tion, in  which  the  Federal  Reserve  Chairman  played  a  key  role,  it  was  agreed  that  a 
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consortium  of  banks  would  lend  the  Hunts  $1.1  billion  to  be  secured  by  the  pledge  of 
a  major  portion  of  the  Hunts'  holding  of  silver  bullion.  The  proceeds  were  used  by  the 
Hunts  to  repay  the  silver-related  debt  described  above. 

The  Federal  Reserve  Board  Chairman  approved  the  arrangement,  although  it 
conflicted  with  the  Federal  Reserve's  guidelines  which  discouraged  bank  lending  to 
borrowers  to  enable  the  latter  to  engage  in  speculative  activity.  The  Federal  Reserve 
has  defended  the  decision  to  permit  this  breach  in  its  credit  restraint  program  by  citing 
the  threat  to  the  overall  financial  system  if  the  transaction  had  been  blocked.  In  its 
judgment,  a  repudiation  by  the  Hunts  of  their  silver-related  indebtedness  would  have 
dragged  down  a  number  of  broker-dealers  and  would  have  erased  a  significant 
amount  of  bank  capital.  Market  prices  of  silver  and  of  publicly-traded  securities  as 
well  might  have  collapsed.  The  Federal  Reserve  concluded  that  such  a  risk  to  the 
financial  system  had  to  be  prevented. 


Federal  Reserve  Intervention  Following  the  Stock  Market 
Crash  of  1987 

The  stock  market  crash  on  October  19,  1987,  wiped  out  almost  SI  trillion  of 
financial  wealth  in  the  United  States.  While  this  dramatic  decline  captured  the 
headlines,  a  far  more  serious  threat  to  the  financial  system  was  occurring  because  of 
the  near-failure  of  the  clearing  and  settlement  system  that  underpins  stock  and 
commodity  markets. 

In  the  United  States,  the  market  value  of  common  stocks  reached  a  peak  on 
August  25,  1987.  On  that  day,  the  Dow  Jones  Industrial  Average  of  30  common  stock 
prices  (the  most  widely  followed  measure  of  market  values)  closed  at  2722.42.  Between 
August  25  and  October  14,  1987,  the  DJIA  declined  to  2412.70,  a  decrease  of  11.4 
percent.  Over  the  next  two  days,  a  further  decline  of  6.9  fiercent  brought  the  index  to 
2246.73  on  October  16.  Thus,  a  net  erosion  of  17.5  percent  in  the  DJIA  had  already 
taken  place  prior  to  the  market  crash. 

On  Monday,  October  19,  a  record  604.3  million  shares  were  traded  on  the 
NYSE.  The  DJIA  fell  by  508  points  and  closed  out  at  1728.42.  If  the  declines  of 
October  16  and  19  are  taken  together,  the  two-day  drop  exceeded  the  two-day  decline 
registered  on  October  28  and  29,  1929. 

Many  factors  contributed  to  the  original  erosion  and  eventual  collapse  of  stock 
prices  in  the  fall  of  1987:  growing  expectations  of  renewed  inflation,  the  depreciation 
of  the  U.S.  dollar,  rising  interest  rates  that  made  bond  yields  more  competitive  with 
common  stocks,  a  fading  of  foreign  investors'  confidence,  growing  pessimism  about 
near-term  profitability  for  U.S.  corporations,  the  unwillingness  of  Japan  and  Germany 
to  stimulate  their  economies,  concern  over  federal  budget  deficits,  and  a  number  of 
other  developments.  The  result  was  a  major  attempt  to  sell  stocks  and  take  profits 
before  prices  fell  further.  Moreover,  reinforced  by  a  variety  of  computer-linked  stock 
trading  strategies,  decisions  to  sell  led  to  an  avalanche  of  more  selling. 
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The  most  serious  risk  to  the  overall  financial  system  posed  by  the  stock  market 
crash  arose  not  from  the  sharp  decline  in  prices  but  from  the  strains  which  were  put 
on  the  system  for  clearing  and  settling  securities  and  commodity  futures  transactions. 
Under  ordinary  circumstances,  the  clearing  and  settlement  systems  (CSS)  opierated  by 
stock  and  commodity  exchanges  are  hidden  away  in  back  offices.  They  normally 
facilitate  the  exchange  of  financial  instruments  for  cash  between  sellers  and  buyers 
according  to  predetermined  time  schedules.  The  CSS  relied  on  by  each  stock  or 
commodity  exchange  evolved  over  many  years  to  handle  the  requirements  of  each 
specific  marketplace.  However,  because  of  innovations  which  have  produced  new 
types  of  financial  instruments,  the  stock  and  commodities  markets  have  come  to 
overlap,  and  respective  CSS's  now  impinge  upon  £ach  other. 

The  most  striking  example  of  this  financial  integration  is  presented  by  Standard 
&  Poor's  500-stock  index  futures  contract  (S&P-SIF)  traded  on  the  Chicago  Mercan- 
tile Exchange  (CME).  The  S&P-SIF  was  at  the  heart  of  the  clearing  and  settlement 
crisis  on  October  20,  1987.  The  heavy  volume  of  transactions  in  the  500  S&P  stocks 
listed  on  the  New  York  Stock  Exchange  (NYSE)  triggered  a  correspondingly  large 
volume  of  arbitrage  transactions  in  the  S&P-SIF  traded  on  the  CME.  The  enormous 
volume  of  sell  orders  in  the  face  of  shrinking  demand  led  to  accelerating  declines  in 
prices  of  both  common  stocks  and  index  futures  contracts.  These  price  declines 
precipitated  increasingly  large  margin  calls  on  both  the  NYSE  and  CME. 

It  will  be  recalled  that  a  futtires  contract,  executed  on  a  commodities  exchange,  is 
an  agreement  to  buy  or  sell  stated  quantities  of  a  designated  commodity  on  a  specific 
date  in  the  future.  Historically,  futures  contracts  were  used  to  enable  producers  of 
agricultural  commodities  (such  as  beef,  com,  pork,  soybeans,  and  wheat)  and  metals 
(such  as  copper,  gold,  and  silver)  to  discover  prices  and  to  shift  the  risks  of  future  price 
changes  to  speculators  and  other  investors  who  were  willing  to  assume  such  risks  on 
the  exjjectation  of  profiting  from  buying  cheaply  and  selling  dearly.  Futures  contracts 
were  traded  on  commodity  exchanges  by  brokers  and  speculators  who  specialized  in 
these  markets.  In  contrast,  listed  common  stocks  were  traded  on  stock  exchanges  by 
brokers  and  dealers  who  specialized  in  securities. 

But  the  creation  of  stock  index  futures  contracts  in  the  1980s  linked  the  stock  and 
commodities  markets.  With  this  integration,  large  institutional  investors  could  hedge 
their  portfolios  of  common  stocks  listed  on  the  NYSE  by  buying  or  selling  stock  index 
futuires  contracts  listed  on  the  CME.  A  new  cadre  of  brokers  emerged  to  handle  the 
business. 

While  futures  contracts  are  traded  on  commodities  exchanges,  the  clearing  and 
settlement  function  (essentially  matching  buy  and  sell  orders)  is  cairied  out  by  an 
affiliated  clearinghouse  whose  membership  is  made  up  of  brokerage  firms  who  trade 
the  contract.  The  clearinghouse  may  also  rely  on  a  settlement  bank  to  administer 
margin  calls.  The  rules  governing  margin  requirements  diflfer  substantially  between 
stock  and  commodity  markets.  In  the  case  of  stocks,  the  Federal  Reserve  Board  and 
stock  exchanges  set  the  margin  which  is  the  percentage  of  the  market  value  of 
securities  that  a  customer  can  purchase  with  the  use  of  credit.  The  Reserve  Board's 
Regulation  T  governs  margin  lending  by  brokers,  and  its  Regulation  U  governs 
lecurities  credit  extensions  by  banks.  Since  January  3,   1974,  the  Federal  Reserve 
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Fig.    1 .  Stock  index  futures  contract  margin  call  flow  of  funds 
Source:  Prepared  by  Brimmer  &  Company,  Inc. 


Board  has  set  margin  requirements  at  50  percent.  The  NYSE  has  typically  set  margin 
requirements  for  member  firms  in  line  with  those  established  by  the  Federal  Reserve. 
The  Federal  Reserve  margin  requirements  are  designed  to  limit  the  use  of  credit  to 
purchase  or  carry  securities.  In  contrast,  in  commodities  markets,  margins  set  by  the 
commodities  exchanges  are  really  "earnest  money"  given  by  the  buyer  to  the  seller  to 
assure  that  the  terms  of  the  futures  contract  will  be  carried  out.  On  October  16,  1987 
(the  last  trading  day  preceding  the  stock  market  crash),  the  CME  had  in  place  an 
initial  margin  of  $10,000  per  contract  on  the  S&P-SIF. 

Within  these  rules,  a  decrease  in  the  price  of  the  S&P  stock  index  futures  would 
trigger  the  following  chain  of  margin  calls  and  settlements,  which  are  illustrated  in 
Figure  1. 

First,  the  clearinghouse,  at  the  close  of  business,  would  notify  the  settlement  bank 
that   certain   customers'   accounts   at   the  clearinghouse  were   now   in   deficit,   and 
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additional   deposits  (margin)  were  required  by  7:00  a.m.   the  following  morning. 
(MC,) 

Second,  the  settlement  bank  makes  margin  pav-ment  ( MP, )  to  the  clearinghouse 
on  behalf  of  the  bank's  commodity  broker  customer.  Thus,  the  settlement  bank  has 
extended  credit  to  the  commodity  broker. 

Third,  the  settlement  bank  informs  the  commodity  broker  of  the  shortfall  in 
customers'  accounts  and  of  the  payment  made  to  the  clearinghouse  on  their  behalf. 
The  settlement  bank  instructs  the  commodity  broker  to  deposit  funds  in  their 
customers'  accounts.  (AfCj) 

Fourth,  commodity  broker  makes  payment  (MP,)  to  the  settlement  bank  to  meet 
part  of  the  margin  call.  In  the  next  step  {MC-^),^\\t  broker  instructs  its  own  bank  to 
complete  the  payment  (MP^)  to  the  BKs  on  the  broker's  behalf. 

Fifth,  the  commodity  broker  (MC^)  tells  its  customer  of  the  shortfall  in  the 
latter's  account,  and  instructs  the  customer  to  send  funds  to  make  up  the  deficit. 

Sixth,  the  customer  iMP^)  debits  his  (or  her)  account  at  BKc  and  forwards  check 
{MP^)  to  commodity  broker. 

Seventh,  the  commodity  broker  deposits  check  (MPg)  in  its  own  bank. 

With  the  completion  of  step  7,  the  clearing  and  settlement  system  has  accom- 
plished its  task.  Margin  calls  (debits)  have  been  matched  by  margin  payments 
(credits).  Simultaneously,  since  gains  and  losses  on  commodity  futures  contracts  are 
settled  at  the  close  of  business  each  day,  those  accounts  which  gained  would  have  been 
credited  with  profits,  and  those  which  lost  would  have  been  debited  to  settle  losses. 

However,  the  clearing  and  settlement  systems  did  not  function  in  this  way  on 
October  19  and  20,  1987.  Instead,  on  October  19,  as  selling  of  NYSE  stocks  in  the 
S&P  500  increased,  prices  declined  sharply.  Consequently,  when  S&P-SIF  opened  on 
the  CME,  it,  too,  traded  sharply  downward.  In  response,  the  CME  clearinghouse 
made  margin  calls  on  1 3  brokerage  firms  to  raise  $290  million.  Early  in  the  afternoon, 
a  second  round  of  calls  was  made  this  time  to  21  brokerage  firms  for  an  additional 
S660.5  million.  A  third  call  was  made  late  in  the  afternoon  to  15  firms  to  raise  S669.5 
million.  These  brokerage  firms  in  turn  made  margin  calls  on  their  customers,  many  of 
whom  had  to  call  on  their  banks  for  additional  loans. 

On  the  morning  of  October  20,  1987,  when  stock  and  commodity  markets 
opened,  dozens  of  brokerage  firms  and  their  banks  had  extended  credit  on  behalf  of 
customers  to  meet  margin  calls,  and  they  had  not  received  balancing  payments 
through  the  clearing  and  settlement  systems.  Moreover,  the  clearing  and  settlement 
process  was  running  several  hours  behind  schedule.  The  magnitude  of  the  risks  faced 
by  those  market  participants  dependent  on  the  system  is  illustrated  by  the  situation  of 
two  brokerage  firms:  Goldman,  Sachs  and  Kidder,  Peabody.  By  noon  on  October  20, 
in  combination,  they  faced  a  cash  deficit  of  $1.5  billion.  This  was  the  amount  of  their 
owm  funds  which  they  had  advanced  in  response  to  margin  calls  on  their  customers: 
But  because  of  failures  in  the  clearing  and  settlement  systems,  these  firms'  accounts 
were  not  credited  with  funds  until  mid-afternoon.  The  exact  amount  of  capital  held 
by  these  firms  as  a  cushion  against  loss  is  not  known.  However,  if  they  had  suffered 
actual  losses  on  the  scale  of  the  recorded  exposure,  the  adverse  impact  undoubtedly 
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would  have  been  quite  severe.  Many  other  brokerage  firms  faced  comparable  exp>o- 
sure. 

It  was  in  this  environment  that  the  Federal  Reserve's  second-stage  intervention 
occurred.  As  margin  calls  mounted,  money  center  banks  (esjjecially  those  in  New 
York,  Chicago,  and  San  Francisco)  were  faced  with  greatly  increased  demand  for 
loans  by  securities  firms.  With  an  eye  on  their  own  capital  ratios  and  given  their 
diminished  taste  for  risk,  a  number  of  these  banks  became  increasingly  reluctant  to 
lend,  even  to  clearly  creditworthy  individual  investors  and  brokerage  firms.  As  a  result 
of  this  slowdovkTi  in  lending,  the  response  to  margin  calls  also  slowed  down,  and 
uncovered  positions  became  larger  and  were  outstanding  for  longer  periods  of  time. 
To  forestall  a  freeze  in  the  clearing  and  settlement  systems,  Federal  Reserve  officials 
(particularly  from  the  Board  and  the  Federal  Reserve  Bank  of  New  York)  urged  key 
money  center  banks  to  maintain  and  to  expand  loans  to  their  creditworthy  brokerage 
firm  customers. 

The  banks  responded,  and  the  evidence  stands  out  clearly  in  the  statistics.  For 
example,  the  weekly  reporting  banks  in  New  York  City  expanded  their  loans  to 
brokers  and  to  individuals  to  purchase  or  carry  securities  from  $16.7  billion  in  the 
week  ending  October  7  to  $24.4  billion  in  the  week  ending  October  21:  a  gain  of  $7.7 
billion,  or  46. 1  percent.  At  one  bank  alone  (Citicorp),  loans  to  securities  firms  climbed 
to  $1.4  billion  on  October  20,  from  a  normal  range  of  $200  million  to  $400  million. 

Over  the  course  of  the  next  few  days,  the  clearing  and  settlement  system  resumed 
its  normal  functioning.  But  on  October  20,  1987,  it  staggered  on  the  brink  of  collapse. 
If  it  had  done  so,  it  would  have  pulled  down  several  other  major  financial  sectors.  The 
timely  intervention  by  the  Federal  Reserve  was  aimed  at  diminishing  the  systemic 
risks  faced  by  capital  markets  generally. 


The  Containment  of  Systemic  Risks 

The  analysis  presented  here  leads  to  a  clear  conclusion:  the  Federal  Reserve 
System,  as  the  nation's  central  bank,  has  a  major  responsibility  in  the  containment  of 
those  types  of  risks  which  threaten  to  disrupt  the  fabric  of  the  financial  system  which  is 
so  vital  to  the  economy  at  large.  This  responsibility  extends  well  beyond  the  more 
narrowly  defined  tasks  of  controlling  the  growth  rates  of  the  monetary  aggregates  or 
influencing  the  level  and  structure  of  interest  rates. 

The  three  banking  episodes  mentioned  briefly  earlier  (Franklin  National,  SeaFirst, 
and  Continental  Illinois)  illustrate  the  ways  in  which  the  deposit  drains  on  individual 
institutions  can  occur  in  the  modem  money  market.  If  they  are  not  checked  promptly, 
the  uncertainties  they  create  can  undermine  major  segments  of  the  banking  system. 

The  shock  to  the  commercial  paper  market  created  by  the  failure  of  the  Penn 
Central  Railroad  in  1970  caused  the  Federal  Reserve  to  step  in  to  minimize  the  risk  to 
a  special  segment  of  the  capital  market.  The  Federal  Reserve  Board  declined  to  lend 
directly  to  Penn  Central,  but  it  did  allow  the  Federal  Reserve  Banks  to  channel  funds 
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from  the  discount  window  through  commercial  banks  to  offset  the  drain  on  liquidity  in 
the  private  sector  which  followed  the  shrinkage  of  the  commercial  paper  market. 

In  early  1980,  as  an  aftermath  of  the  collapse  of  intense  sp)eculation  in  the  silver 
market,  a  number  of  large  broker-dealer  firms  were  pushed  to  the  brink  of  bankruptcy. 
The  tiuTOoil  in  silver  spilled  over  to  the  banks  and  securities  markets  and  threatened 
to  undermine  the  financial  system  as  a  whole.  In  this  environment,  the  Federal 
Reserve  urged  a  group  of  large  money  center  banks  to  lend  $1.1  billion  to  the  Hunts 
to  settle  their  silver-related  debts.  The  repayments  forestalled  the  collapse  of  several 
broker-dealer  firms,  and  they  averted  significant  loan  losses  by  a  number  of  banks. 

In  a  similar  vein,  the  Federal  Reserve  intervened  following  the  stock  market 
crash  of  1987.  In  this  instance,  the  task  was  to  assure  the  continued  functioning  of  the 
clearing  and  settlement  systems  on  which  stock  and  commodity  exchanges  rest  so 
heavily.  In  this  case,  too,  the  Federal  Reserve  was  fulfilling  its  strategic  role  as  the 
ultimate  source  of  liquidity  in  the  economy  at  large. 

■  TTiis  article  is  a  condensed  version  of  the  1988  Distinguished  Lecture  on  Economics  in 
Government,  presented  to  a  Joint  Session  of  the  American  Economic  Association  and  the  Society  of 
Government  Economists  in  New  York  City  on  December  29,  1988.  A  copy  of  the  full  lecture  is 
available  from  the  author. 
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FINANCIAL  REGULATION  AND 
THE  FRAGILITY  OF  THE  BANKING  SYSTEM 

Andrew  F.  Brimmer 

Brimmer  and  Company,  Inc.  and  University  of  Massachusetts-Amherst 

Since  the  mid-1970s,  public  policy  in  the  United  States  has  sought  to  deregulate 
economic  activity  on  a  wider  front.  However,  over  the  last  several  years,  the  regulation 
of  banks  has  become  much  broader  and  far  more  restrictive. 

The  extremely  forceful  regulation  by  Federal  bank  supervisors  pressured  banks  to 
reduce  the  extension  of  credit  to  private  borrowers.  The  resulting  decrease  in  the 
availability  of  funds  and  higher  interest  rates  were  felt  particularly  by  small  businesses. 
The  more  stringent  examination  standards  —  especially  those  imposed  by  the  Comptrol- 
ler of  the  Currency  —  were  apphed  with  the  goal  of  increasing  the  "safety  and  sound- 
ness" of  individual  institutions.  However,  the  unintended  result  was  a  serious  weaken- 
ing of  the  banking  system  as  a  whole. 

In  late  1991, the  U.S.  Congress  adopted  —  and  the  President  signed  —  legislation 
that  will  have  a  severely  adverse  effect  on  the  stability  and  efficiency  of  the  nation's 
banking  system  in  the  years  ahead.  Spurred  by  the  desire  to  protect  commercial  banks 
from  the  kind  of  loss-driven  crisis  that  engulfed  savings  and  loan  associations  (S&Ls) 
and  taxpayers  from  the  related  costs.  Congress  mandated  ntunerous  regulatory  changes 
that  will  limit  the  range  of  financial  activities  in  which  banks  can  engage,  raise  the  level 
and  costs  of  capital  requirements,  and  thrust  supervisors  much  more  deeply  into  the 
day-to-day  management  of  financial  institutions. 

The  main  objectives  of  the  new  measures  were  (1)  to  enhance  the  "safety  and 
soundness"  of  insxired  institutions,  (2)  to  minimize  potential  drains  on  the  Federal 
insurance  funds,  and  (3)  to  increase  the  ability  of  both  borrowers  and  lenders  to  match 
risks  and  returns  in  the  marketplace.  Yet,  as  the  numerous  and  complex  provisions  in 
the  bill  are  implemented  over  the  next  several  years,  the  expected  benefits  are  likely  to 
fall  considerably  short  of  the  actual  costs. 

This  range  of  adverse  consequences  is  illustrated  by  the  expected  impact  of  the  bill's 
mandates  in  several  areas:  (1)  capital  requirements,  (2)  brokered  deposits,  (3)  resolution 
of  bank  failures,  and  (4)  Federal  Reserve  lending  to  distressed  institutions. 

EXPANDED  ROLE  OF  NATIONAL  BANK  EXAMINERS 

Effective  in  the  Winter  of  1990,  the  U.S.  Comptroller  of  the  Currency  instructed 
National  Bank  examiners  to  employ  much  more  rigorous  standards  in  the  evaluation  of 
risk  in  commercial  banks'  loan  portfolios.  The  principal  target  was  commercial  real 
estate,  but  commercial  smd  industrial  loans  were  also  examined  more  closely. 

Essentially,  the  examiners  made  inappropriate  use  of  appraisal  techniques,  dis- 
counted cash  flow  analyses,  and  other  methods  whose  overall  effect  was  to  mark-to- 
market  assets  which  banks  ordinarily  carry  at  book  value.  These  more  rigorous  valua- 
tion standards  basically  assumed  the  borrower  was  going-out-of-business  soon  and 
would  be  forced  to  liquidate  the  collateral  securing  the  loan  in  the  currently  depressed 
market. 

In  some  cases,  25  percent  to  50  percent  of  banks'  commercial  real  estate  loans  were 
downgraded  by  2  to  3  risk  levels.  As  a  result,  many  banks  had  to  increase  their  loan  loss 
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CHART  1 
Changes  in  Banks'  Real  Estate  Lending  Practices 

1980-91 


Category 

Traditional 

Liberal 

Restrictive 

Practices, 

Practices, 

Practices, 

1980 

1989 

1991 

Land  Loans 

No 

Yes 

No  (Yes,  Special  Case) 

Construction  Loans 

Yes 

Yes 

No 
(Except  to  Complete  Project) 

Take-Out- 

Yes 

No 

No 

Requirements 

Long-Term  Loans 

No 

Yes 

Yes  (Maturities  Shortened) 

Loan-to- Value  Relations 

(percent) 

Equity  Required 

30-35 

0-10 

35-40 

Loan  Limit 

70 

100 

65 

Loan-to- Value  Ratio 

65-70 

0-100 

60-65 

Interest  Rates 

Class  I  Borrowers 

Prime  Rate 

Prime  Rate 

Prime  Rate 

Less  2-3  pts. 

Plus  1-2  pts. 

Class  n  Borrowers 

Prime  Rate 

Prime  Rate 

Prime  Rate 

Plus  1-2  pts. 

Plus  3-4  pts. 

Class  in  Borrowers 

Prime  Rate 

Prime  Rate 

Prime  Rate 

Plus  2-3  pts. 

Plus  1-2  pts. 

Plus  4-5  pts. 

Source;  Prepared  by  Brimmer  &  Company,  Inc. 


reserves  while  many  others  were  forced  to  charge  off  significant  proportions  of  their  real 
estate  portfolios.  As  a  consequence,  numerous  previously  creditworthy  customers  (espe- 
cially real  estate  developers)  could  not  qualify  for  new  loans,  and  others  were  required  to 
repay  existing  loans. 

The  more  restrictive  examination  standards  aborted  a  clear  trend  toward  more 
liberal  bank  real  estate  lending  poUcies.  The  changing  profile  is  illustrated  in  Chart  1. 
In  1980,  the  average  bank  did  not  finance  unimproved  land,  construction  loans  were 
short-term,  and  developers  had  to  have  a  commitment  fi-om  a  long-term  lender  to 
assume  the  bank  loan.  Equity  had  to  equal  30  percent  to  35  percent  of  the  market  value 
of  the  project,  so  loan-to-value  ratios  were  held  in  the  65  percent  to  70  percent  range. 
Only  the  most  highly-rated  borrowers  were  eligible  for  the  prime  interest  rate,  while 
less  creditworthy  borrowers  paid  1  to  3  percentage  points  above  prime. 
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TABLE  1 
Credit  Risk  Ratings  and  Required  Reserves,  1991 

(Percent) 

Loan  Characteristics    Required  Reserve 


Very  Low  Risk 

l.Seoired  by  cash,  securities 

1.0 

2.Large  national  borrower 

LO 

3.Large  regional/local  borrower 

LO 

Low  Risk 

4.Middle  market  borrower 

5.0 

5. Other  assets  especially  mentioned 

5.0 

Moderate  Risk 

e.Watch  list 

10.0 

7.Substandard 

20.0 

High  Risk 

S.Doubtful 

50.0 

9.L0SS 

100.0 

Source;  Prepared  by  Brimmer  &  Company,  Inc. 


By  1989,  these  long-standing  practices  had  been  greatly  liberalized.  Land  loans 
were  common  place,  and  construction  loans  were  long-term  and  not  conditioned  on  a 
take-out  commitment.  Many  developers  put  up  as  little  as  10  percent  equity,  and  some 
bank  loams  financed  100  percent  of  the  property's  market  value.  The  best  borrowers  paid 
interest  rates  2  to  3  percentage  points  below  prime.  Credit  ratings  of  others  had  been 
upgraded,  and  they  could  get  accommodation  at  prime  or  paid  only  1  to  2  percentage 
points  more. 

Under  pressure  from  bank  supervisors,  virtually  all  banks  adopted  more  conserva- 
tive real  estate  lending  policies.  In  fact,  they  retreated  almost  to  the  guidelines  they 
followed  in  the  early  1980s.  By  some  measures,  they  back-tracked  even  further  — 
especially  with  respect  to  increased  equity  investment  and  higher  interest  rates. 

As  a  result  of  the  severe  regulatory  pressure,  commercial  and  industrial  loans  at 
many  banks  were  also  downgraded  to  higher  risk  categories  which  require  higher  loan 
loss  reserve  ratios.  Table  1  shows  the  configuration  of  business  loans,  risk  assessment, 
and  loan  loss  reserves  required  in  an  average  bank.  Requirements  range  from  1.0 
percent  on  credits  carrying  very  little  risk,  to  5.0  percent  for  those  posing  low  risk,  to  10- 
20  percent  for  those  with  moderate  risk.  Loams  whose  repayment  is  doubtful  carry 
reserves  of  50  percent.  A  100  percent  reserve  applies  in  those  cases  where  a  loss  is 
virtually  certain. 

Beginning  in  1990,  commercial  banks  also  tightened  the  standards  applicable  to 
commercial  and  industrial  firms.  The  most  significant  change  was  a  decrease  in  credit 
ratings.  In  general,  the  average  borrower  was  demoted  1  to  2  notches  on  the  risk  scale. 
As  a  result,  many  credit  lines  were  cut  back,  and  numerous  outstanding  loans  had  to  be 
paid  off.  Furthermore,  average  loan  maturities  were  shortened,  and  many  firms 
(which  had  previously  borrowed  on  an  unsecured  basis)  had  to  post  collateral. 
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TABLE  2 
Interest  Rates  on  Commercial  and  Industrial  Loans*  by  Size 

1988-91 


Category 

May 
1988 

Nov 
1988 

May 
1989 

Nov 
1989 

May 
1990 

Nov 
1990 

May 
1991 

Nov 
1991 

Small  Loans  (S)' 
Spread  (S-P) 

11.41 
2.91 

12.19 
2.19 

13.53 
2.03 

12.67 

2.17 

12.34 
2.34 

12.54 
2.54 

11.91 
2.69 

9.19 
L60 

Prime  Rate 

8.50 

10.00 

1L50 

10.50 

10.00 

10.00 

8.50 

7.58 

Large  Loans  (L)' 
Spread  (L-P) 

7.71 
-0.79 

1  • ,;, 
9.42 
-0.58 

ILIO 
-0.40 

9.81 
-0.69 

9.43 
-0.57 

9.08 
-0.92 

6.74 
-L76 

5.73 

-1.85 

•  Fixed  rate  loans  with  maturities  under  one  year. 
'  Small  Loan  average  size:  $1  -  $99,000. 

'  Large  Loan  average  size:  Over  $1,000,000  except  May  and  November,  1991:  Over  $10,000,000. 
.Source:    Prepared  by  Brimmer  &  Company,  Inc.    Data  from  Federal  Reserve  Board,  Terms  of  Lending  at 
Commeirial  Banks,  Survey  of  Loans  Made.   Quarterly  Data  Published  Irregularly. 

The  severe  tightening  of  bank  lending  practices  had  a  substantially  adverse  effect  on 
the  availability  and  cost  of  credit  to  small  businesses.  As  shown  in  Table  2,  the  difference 
between  the  prime  rate  and  interest  rates  on  small  loans  (virtually  all  of  which  go  to 
small  firms)  rose  significantly  fi-om  mid- 1989  to  mid-1991.  Over  this  period,  the 
differential  widened  fi-om  2.03  percentage  points  to  2.69  percentage  points.  In  contrast, 
the  interest  rates  on  large  loans  (extended  to  large  borrowers)  lagged  even  further 
behind  the  prime  rate.  Here  the  spread  widened  from  -0.40  percentage  point  to  -1.76 
percentage  points. 

With  the  onset  of  the  1990-91  recession  —  and  the  subsequent  easing  of  monetary 
policy  by  the  Federal  Reserve  —  interest  rates  decreased.  The  spread  between  the  prime 
rate  and  interest  rates  on  small  bank  loans  also  narrowed  somewhat.  Yet,  the  differen- 
tial between  rates  on  small  and  large  loans  became  wider. 

CAPITAL  REQUIREMENTS  AND  MANDATORY  INTERVENTION 

The  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991  (FDIC/IA) 
was  adopted  by  Congress  on  27  November  1991  and  signed  by  the  President  on  19 
December  1991.  Among  other  provisions,  it  instructed  Federal  bank  supervisors  to 
develop  detailed  regulations  under  which  they  must  intervene  in  the  management  of 
insured  financial  institutions  under  a  variety  of  circumstances.  The  basic  objective  of 
this  part  of  the  bill  was  to  force  regulators  to  act  quickly  to  minimize  the  impact  of  a 
distressed  institution's  ultimate  failure  on  the  Bank  Insurance  Fund  (BIF). 

The  regulatory  scheme  to  achieve  this  goal  consists  of  an  array  of  capital  require- 
ments and  mandatory  actions  which  primary  bank  supervisors  must  take  according  to  a 
specified  timetable.  The  approach  is  outlined  in  Chart  2.  Within  one  year  after  the  bill's 
enactment,  regulators  must  establish  five  categories  of  institutions  based  on  capital 
adequacy,  and  each  bank  must  be  assigned  to  one  of  them.  They  are  (1)  well  capitalized, 
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CHART  2 
Bank  Capital  Standards  and  Required  Regulatory  Response 


379 


Capital  Classification' 

(Leverage  Capital  Relation  to  Capital 

Ratio)  Standard 


Regulatory  Restrictions 


(1)  Well  capitalized 
(over  6  percent). 


(2)  Adequately 
capitalized  (5-5.9 
percent) 


Significantly  above 
standard. 


Meets  relevant 
standards. 


None.  May  continue  to  accept  brokered 
deposits  and  underwrite  insurance  in 
states  where  they  were  engaged  in 
activity  prior  to  21  November  1991. 

None.  May  request  FDIC  approval  to 
accept  brokered  deposits. 


(3)  Undercapitalized 
(3-4.9  percent). 


Fails  at  least  one 
standard. 


(4)  Significantly 
undercapitalized 
(2-2.9  percent). 


Significanly  below 
standard. 


Close  regulatory  surveillance.  Must 
submit  a  capital  restoration  plan  within 
45  days  of  designation.  Limits  imposed 
on  asset  growth,  acquisitions,  and 
ability  to  borrow  firom  Federal  Reserve 
Bank. 

Prohibition  of  payment  of  bonuses  or 
granting  of  pay  raises  without 
regulatory  approval.  May  be  ordered  to 
elect  new  Board  of  Directors  or  hire  new 
officers.  Regulators  can  set  limits  on 
deposit  rates;  mandate  sale  of  new 
stock;  impose  restrictions  on 
transactions  with  affiliates;  order  sale  of 
the  latter;  or  order  sale  of  the 
institution. 


(5)  Critically 
undercapitalized 
(Under  2  percent). 


Below  2  percent  of 
assets. 


Payments  on  subordinated  debt  must 
cease  within  60  days  after  designation. 
Bank  must  be  placed  in 
conservatorship,  receivership  or 
liquidated  within  90  days  vmless 
regulators  agree  on  an  alternative  plan. 


"  Capital  classifications  were  not  defined  in  the  bill.  However,  it  is  assumed  that  a  variation  of  the  existing  risk- 
based  capital  requirements  will  be  adopted  initially.  Under  the  latter.  Tier  1  capital  (consisting  mainly  of 
common  and  perpetual  preferred  stock  and  undistributed  profits)  is  expressed  as  a  percentage  of  average  total 
assets  less  goodwill  to  yield  the  leverage  capital  ratio  for  banks.  Percentage  estimated  in  classes  (1)  through  (4) 
by  Brimmer  &  Company,  Inc. 

Soiu-ce:  Prepared  by  Brimmer  &  Company,  Inc.  Summary  of  selected  provisions  of  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act  of  1991. 
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(2)  adequately  capitalized,  (3)  undercapitalized,  (4)  significantly  undercapitalized,  and 
(5)  critically  undercapitalized  (where  capital  is  below  2  percent  of  assets).  Except  for 
category  (5),  the  bill  did  not  define  the  capital  standards  to  be  used  in  classifying  the 
institutions.  Bank  supervisors  must  develop  detailed  regulations  within  one  year. 

However,  fi-om  the  legislative  record,  it  appears  that  Congress  assumed  bank 
regulators  would  adopt  some  version  of  the  risk-based  capital  requirements  currently  in 
force.  Under  the  latter.  Tier  1  capital  (consisting  mainly  of  common  and  perpetual 
preferred  stock  plus  undistributed  profits)  is  expressed  as  a  percentage  of  average  total 
assets  less  goodwill  to  yield  the  leverage  capital  ratio.  Tier  2  capital  (made  up  mainly  of 
subordinated  long-term  debt)  is  measured  the  same  way.  If  the  Tier  1  ratio  were  applied, 
the  result  would  be  a  classification  of  institutions  roughly  as  follows: 


Classification 

Capital  Ratio 

1.  Well  capitalized 

Over    6.0 

2.  Adequately  capitalized 

5-  5.9 

3.  Undercapitalized 

3  -  4.9 

4.  Significantly  undercapitalized 

2-  2.9 

5.  Critically  undercapitalized 

Under  2.0 

The  bank  regulators  also  already  have  in  place  a  rating  system  (usually  referred  to 
as  CAMEL)  for  evaluating  an  institution's  overall  condition.  The  main  elements  of  the 
scheme  are  shown  in  Table  3. 

Five  standards  are  considered  and  rated  on  a  scale  (1)  through  (5).  In  calculating  sm 
overall  rating,  the  scores  a  bank  receives  for  each  standard  are  summed  to  produce  a 
weighted  average  number  (with  differing  weights  applying  to  each  standard).  The 
illustrations  in  Table  3  suggest  that  Bank  I  (with  an  overall  Rating  of  1.40)  was  highly 
regarded  by  bank  supervisors.  Bank  U  (Rated  3.15)  was  in  generally  satisfactory 
condition.  Bank  HI  (Rated  4.40)  was  classified  as  unsatisfactory. 

A  bank's  overall  rating  is  kept  confidential.  However,  in  the  industry,  it  is  under- 
stood that  only  a  few  banking  institutions  (including  J.P.  Morgan)  have  a  CAMEL 
Rating  of  1.00.  Perhaps  a  few  dozen  have  a  2.00  Rating,  and  most  of  them  are  small-to- 
middle  size  institutions. 

These  CAMEL  Ratings  will  most  likely  be  used  as  a  scale  in  classifying  banks 
according  to  the  new  capital-driven  scheme. 

Once  the  new  capital  regime  is  in  effect,  banking  institutions  that  are  well 
capitalized  would  not  be  subject  to  expUcit  restrictions.  They  could  also  continue  to 
accept  brokered  deposits  —  if  they  were  engaged  in  that  activity  prior  to  21  November 
1991.  Adequately  capitalized  banks  would  also  be  fi-ee  of  restrictions  —  except  they 
would  have  to  obtain  PDIC  approval  before  accepting  brokered  deposits. 

Close  regulatory  surveillance  would  be  triggered  if  a  bank  is  classified  as  undercapi- 
tjdized.  The  statute  mandates  that  the  primary  regulator  require  the  affected  institution 
to  submit  a  capital  restoration  plan  within  45  days  of  being  so  designated.  The  supervi- 
sor must  impose  limits  on  the  bank's  asset  growth  and  acquisition  of  other  banks. 
Moreover,  its  ability  to  borrow  fi-om  the  Federal  Reserve  would  be  restricted. 

As  the  position  on  the  classification  scale  decreases,  the  pressure  on  regulators  to 
intervene  rises  sharply.  At  the  fourth  stage  (significantly  undercapitalized),  the  institu- 
tion is  prohibited  fi'om  paying  bonuses  or  granting  pay  increases  to  officers  without 
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TABLE  3 

Federal  Bank  Exammation  Rating  Standards 


Rating 


Capital 


Examination  Standard 
Assets      Management   Earnings     Liquidity      Total 


Weight:         35 


25 


10 


15 


15 


100 


Bank  I 

1.  Excellent 

2.  Outstanding 

3.  Satisfactory 

4.  Substandard 

5.  Unsatisfactory 

Sub  Total 


35 


Total/Weighted  Average 


50 


10 


30 


15 


140 


1.40 


Bankn 

1.  Excellent 

2.  Outstanding 

3.  Satisfactory 

4.  Substandard 

5.  Unsatisfactory 

Sub  Total 


105 


Total/Weighted  Average 


75 


30 


60 


45 


315 


3.15 


Bankm 

1.  Excellent 

2.  Outstanding 

3.  Satisfactory 

4.  Substandard 

5.  Unsatisfactory 

Sub  Total 


140 


TotalAVeighted  Average 


125 


40 


75 


60 


440 


4.40 


Source:  Prepared  by  Brimmer  St,  Company,  Inc. 


regulatory  approval.  It  may  also  be  ordered  to  elect  new  members  of  the  Board  of 
Directors  or  to  employ  new  ofBcers.  Regulators  can  also  set  limits  on  deposit  rates, 
mandate  sale  of  common  or  preferred  stock,  impose  restrictions  on  transactions  with 
afEliates,  order  the  sale  of  the  latter,  or  force  the  sale  of  the  entire  institution.  For  all 
practical  purposes,  institutions  in  Class  5  (critically  undercapitalized)  come  under  the 
complete  control  of  bank  regulators.  Once  designated,  the  bank  or  holding  company 
must    cease  payments  on  subordinated  debt  within  60  days.  It  must  be  placed  in 


112 


382  EASTERN  ECONOMIC  JOURNAL 

TABLE  4 
Assets,  Capital,  and  Capital  Ratios  of 
25  Largest  Bank  Holding  Companies,  30  June  1991 
(Ranked  by  Ratio  Size) 

Risk-Adjusted 
Bank  Holding  Company         Assets  *  Tier  1  Capital  *    Capital  Ratio 


1. 

Republic,  NY 

15.3 

2.2 

14.13 

2. 

Fleet  Norst.ar,  RI 

23.7 

2.2 

9.36 

3. 

Bank  One,  OH 

33.1 

3.0 

9.05 

4. 

Sun  Trust,  GA 

25.4 

.        2.3 

8.88 

5. 

Norwest,  MN 

25.1 

2.0 

8.00 

6. 

PNC,  PA 

34.8 

2.7 

7.74 

7. 

First  Union,  NC                    

29.0 

2.0 

6.81 

8. 

BankAmerica,  CA            ^ 

105.4 

7.1 

6.77 

9. 

J.P.  Morgan,  NY 

75.1 

5.0 

6.71 

10. 

NCNB,  NC 

50.6 

3.4 

6.69 

11. 

C&S  Sovran,  GA 

41.7 

2.8 

6.67 

12. 

First  Fidelity,  NJ 

20.3 

1.3 

6.63 

13. 

Manufacturer  Hannover,  NY 

58.2 

3.5 

6.09 

14. 

First  Interstate,  CA 

4L1 

2.5 

5.98 

15. 

Bamett,  FL 

25.1 

1.5 

5.86 

16. 

Bankers  Trust,  NY 

47.4 

2.8 

5.84 

17. 

First  Chicago,  IL 

51.2 

2.8 

5.53 

18. 

Weils  Fargo,  CA 

50.5 

2.7 

5.41 

19. 

Bank  of  New  York,  NY 

46.6 

2.4 

5.12 

20. 

Mellon,  PA 

26.8 

1.4 

5.12 

21. 

Chemical,  NY 

67.8 

3.4 

5.05 

22. 

Security  Pacific,  CA 

78.4 

3.9 

4.92 

23. 

Chase,  NY 

97.0 

4.8 

4.91 

24. 

Bank  of  Boston,  MA 

28.6 

1.4 

4.80 

25. 

Citicorp,  NY 

218.1 

8.9 

4.08 

•  Billions  of  DoQars.  Soutce:  Prepared  by  Brimmer  &  Company.  Data  from  American  Banlcer  (19911 

conservatorship,  receivership,  or  liquidated  within  90  days  —  unless  regulators  agree  on 
an  alternative  plan. 

The  effect  of  the  new  regulatory  regime  on  individual  banks  cannot  be  determined 
until  regulations  are  promulgated  (which  must  occur  before  the  end  of  1992).  However, 
a  rough  idea  is  suggested  by  the  data  in  Table  4.  The  figures  show  risk-adjusted  assets, 
capital,  and  capital  ratios  for  the  25  largest  bank  holding  companies  as  of  30  June  1991. 
Thirteen  of  them  would  have  fallen  in  Class  (1),  eight  in  Class  (2),  and  four  in  Class  (3). 
None  of  them  would  have  been  in  Classes  (4)  or  (5). 
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A  significant  number  of  smaller  banks  would  have  fallen  into  Class  (5).  In  a  survey 
conducted  in  late  1991  (based  on  statistics  as  of  30  June  1991),  the  American  Banker 
identified  41  banks  (with  total  assets  of  $7.5  billion)  whose  Tier  1  capital  equaled  less 
than  2.0  percent  of  risk-adjusted  assets  [American  Banker,  1991].  It  identified  an 
additional  32  banks  (with  total  assets  of  $13.7  biUion)  where  the  capital  ratio  was  in  the 
2.0  to  3.0  range.  (The  survey  also  identified  82  savings  and  loan  associations  —  with 
$37.2  billion  in  assets  —  whose  capital  ratios  were  below  2.0  percent.  Another  78  — 
with  $56.3  billion  in  assets  —  had  capital  ratios  in  the  2.0  to  3.0  range.) 

So,  for  these  213  financial  institutions  (53  banks  and  160  S&Ls),  the  imposition  of 
the  new  capital  standards  would  have  had  an  extremely  negative  impact.  It  is  quite 
likely  that  many  of  them  would  have  been  forced  into  liquidation  without  serious 
consideration  being  given  to  their  long-nxn  prospects  for  survival.  Under  the  FDIC/IA 
newly  mandated  instructions  to  bank  regulators,  the  latter  would  not  have  had  the 
flexibility  to  work  with  the  institutions  to  help  them  survive. 

MARKET  FOR  BROKERED  DEPOSITS 

The  FDIC/IA  of  1991  essentially  terminated  the  market  for  brokered  deposits.  This 
activity  consists  primarily  of  retail  seciirities  brokers  accepting  funds  firom  their  custom- 
ers, accumulating  amounts  into  accounts  just  tmder  $100,000,  and  redepositing  them  in 
insured  institutions.  The  funds  are  usually  channeled  into  certificates  of  deposit  (CDs) 
at  above-average  interest  rates. 

This  segment  of  the  money  market  expanded  substantially  during  the  1980s.  It  was 
employed  heavily  by  S&Ls  to  attract  funds  —  which  were  used  to  finance  commercial 
real  estate  and  other  speculative  ventures.  Because  of  this  linkage.  Congressional  critics 
argued  that  brokered  deposits  were  a  major  cause  of  the  S&L  crisis,  and  they  essentially 
sought  to  abolish  the  practice.  Consequently,  the  banking  bill  mandated  the  FDIC 
(within  150  days)  to  promulgate  regulations  prohibiting  all  institutions  (except  those 
that  are  well  capitalized)  fi-om  accepting  brokered  deposits. 

In  fact,  even  before  the  legislation  was  adopted,  bank  regulators  were  already 
discouraging  institutions  firom  accepting  such  deposits.  This  was  especially  true  in  the 
case  of  S&Ls.  Reflecting  these  regulatory  pressures  —  and  the  Uquidation  of  many  S&Ls 
—  the  amount  of  brokered  deposits  on  their  books  shrank  firom  $70.0  billion  on  30  June 
1989,  to  $25.0  billion  on  30  June  1991.  This  was  a  decline  of  64.3  percent.  Over  the  same 
period,  brokered  deposits  at  banks  rose  fi-om  $32.0  billion  to  $45.0  billion  —  a  gain  of  40.6 
percent  [American  Banker,  1992]. 

While  reliance  on  brokered  deposits  has  not  been  widespread,  they  have  been  of 
substantial  importance  to  a  number  of  institutions  —  some  of  them  fairly  large.  The  10 
largest  users  of  such  deposits  are  shown  in  Table  5.  The  highest  ratios  were  foiuid  at 
the  three  smallest  institutions  (where  such  funds  represented  62.0  to  88.8  percent  of 
total  deposits).  At  three  large  banks  (with  total  deposits  of  $10.33  bilUon  to  $16.14 
billion),  the  proportion  ranged  fi-om  18.7  to  24.5  percent.  At  the  largest  institution  (with 
total  deposits  of  $57.50  billion),  brokered  deposits  equaled  5.7  percent  of  the  total. 

The  market  for  brokered  deposits  represented  one  of  the  most  efficient  segments  of 
the  banking  system.  It  facilitated  the  mobilization  of  funds  in  surplus  areas  and 
chauineled  them  to  areas  which  faced  a  shortage.  Simultaneously,  it  enabled  savers  to 
earn  returns  well  above  those  prevailing  in  the  local  market  —  while  benefiting  fi-om  the 
safety  provided  by  insiu-ance.  Therefore,  by  virtually  prohibiting  the  use  of  brokered 
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TABLE  5 

Ten  Largest  Users  of  Brokered  Deposits 

Ranked  by  Percentage  of  Total  Deposits,  30  June  1991 

(Amounts  in  Billions  of  Dollars) 


Brokered 

Deposits 

Equity 

Total 

Percent  of 

Institution 

Ratio 

Deposits 

Amount 

Total 

1. 

Sears  Savings  Bank 

4.12 

3.20 

2.84 

88.80 

2. 

Greenwood  Trust 

12.96 

4.46 

3.05 

65.70 

3. 

Columbus  S&L 

-24.82 

4.68 

2.90 

62.00 

4. 

MBNA  America  Bank 

7.34 

4.78 

2.33 

48.70 

5. 

Chase  Manhattan  Bank  (USA) 

8.14 

5.49 

1.96 

35.70 

6. 

Fleet  National  Bank 

5.64 

6.59 

1.97 

29.90 

7. 

Continental  Bank 

6.53 

16.14 

3.96 

24.50 

8. 

Maxyland  National  Bank 

3.76 

10.33 

2.44 

23.60 

9. 

Pittsburgh  National  Bank 

5.51 

11.66 

2.18 

18.70 

10. 

Chase  Manhattan  Bank 

4.81 

57.50 

3.28 

5.7 

Source:  Prepared  by  Brimmer  &  Company,  Inc.  Data  from  American  Banker  (1992!. 


deposits  in  the  fiiture,  Congress  drastically  constricted  one  of  the  most  efficient  sectors 
of  the  banking  system. 

LEAST-COST  RESOLUTION  OF  BANK  FAILURES  AND  UNINSURED 
DEPOSITS 

The  bill  mandated  that  the  FDIC,  in  disposing  of  insolvent  insured  banks,  use 
methods  that  result  in  the  least  cost  to  the  Bank  Insurance  Fund.  In  general,  the  FDIC 
is  prohibited  from  taking  any  steps  that  would  result  in  protecting  uninsured  depositors. 
In  the  past,  the  FDIC  usually  sold  all  of  a  failed  banks  deposits  to  a  stronger  bank  which 
then  carried  on  with  the  entire  deposit  business.  The  effect  was  to  provide  the  equiva- 
lent of  insurance  for  depositors  with  balances  above  the  $100,000  insurance  limit.  Under 
the  new  measure,  the  FDIC  is  essentially  told  not  to  sell  uninsured  deposits.  Instead,  it 
IS  to  save  on  cash  outflow  by  throwing  them  into  the  pool  of  general  liabilities  to  be 
satisfied  (at  least  in  part)  from  the  ultimate  sale  of  the  failed  bank's  other  assets. 

The  result  of  implementing  this  new  policy  stands  out  clearly  in  the  statistics. 
During  the  first  2'A  months  of  1992,  the  FDIC  closed  21  failed  banks.  In  nine  of  these 
(42.9  percent),  uninsured  depositors  lost  money.  This  was  a  dramatically  higher  propor- 
tion than  was  registered  during  the  preceding  three  years:  1989,  32  of  206  (15  5 
percent);  1990,  20  of  168  (11.9  percent),  and  1991,  21  of  124  (16.9  percent). 

These  losers  were  mainly  middle-sized  and  unsophisticated  depositors.  The  truly 
large  depositors  —  who  can  monitor  banks'  conditions  and  redeploy  theu-  funds  in  a 
timely  fashion  —  cut  their  balances  below  the  insurance  ceiling  well  before  the  banks 
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failed.  For  example,  769  depositors  held  $21.0  million  in  uninsured  accounts  in  the  nine 
failed  banks  in  which  losses  were  incurred  in  the  January-mid -March  period  of  1992. 
The  FDIC  estimates  that,  by  not  covering  these  deposits,  it  saved  $5.0  million.  Many  of 
those  who  suffered  losses  were  religious  and  charitable  institutions  and  public  agencies. 

FEDERAL  RESERVE  LENDING  AND  SYSTEMIC  RISK  IN  THE  BANKING 
SYSTEM 

The  bank  reform  bill  severely  limits  the  ability  of  the  Federal  Reserve  to  cope  with 
problems  in  financial  markets  which  may  arise  from  the  sudden  drainage  of  funds  from 
commercial  banks.  The  constraints  are  imposed  by  the  provision  which  prohibits  the 
Federal  Reserve  from  lending  to  an  undercapitalized  institution  for  more  than  60  days 
during  any  120-day  period  —  unless  the  bank's  primary  regulator  provides  a  "certificate 
ofviabilitjr". 

If  that  condition  is  not  met  —  and  the  Federal  Reserve  extends  loans  anyway  —  the 
System  would  be  liable  for  part  of  any  losses  incurred  by  the  Bank  Insurance  Fund  if  the 
institution  fails. 

This  injunction  cuts  across  the  principal  means  the  Federal  Reserve  has  used  to  help 
banks  through  severe  liquidity  problems.  The  Federal  Reserve  Board  states: 

Extended  credit  is  available  to  depository  institutions,  when  similar 
assistance  is  not  reasonably  available  from  other  sources,  when  excep- 
tional circumstances  or  practices  involve  only  a  particular  institution, 
or  when  jui  institution  is  experiencing  difficulties  adjusting  to  changing 
market  conditions  over  a  longer  period  of  time.  [Federal  Reserve  Bulle- 
tin, 1992,  A8] 

On  a  number  of  occasions  in  the  past,  the  Federal  Reserve  has  used  its  authority  to 
make  extended  loans  to  prevent  liquidity  problems  at  one  bank  from  spreading  to  other 
institutions  or  to  the  money  and  capital  markets  generally  [Brimmer,  1989]: 

-New  York  money  market  banks  (1970).  To  repl-ace  commercial  paper  which 

could  not  be  rolled  over  at  the  time  of  the  Penn  Central  bankruptcy. 
-Franklin  National  Bank  failure  (1974).  To  buy  out  defaulted  foreign  exchange 

contracts;  to  replace  run  off  of  CDs  at  other  banks;  to  replace  run  off  of 

Eurodollar  deposits  in  London. 
-Collapse  of  Silver  Futures  Prices  (1980).  To  allow  banks  to  lend  to  brokerage 

firms  and  to  commodity  speculators  to  cover  losses  caused  by  the  sharp  fall 

in  silver  prices. 
-Continental  lUinois  (1984).  To  replace  liquidity  lost  because  of  the  sudden  drain 

of  Eurodollar  deposits,  interbank  deposits,  corporate  balances,  and  federal 

funds. 
-Southeast  Bank  (1991).  To  replace  the  run  off  of  corporate,  interbank,  and  other 

money  market  deposits  while  sale  of  the  bank  holding  company  was  under 

active  consideration. 
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All  of  these  episodes  involved  situations  in  which  the  Federal  Reserve  had  to  act 
speedily  as  a  lender  of  last  resort.  If  it  had  not  been  willing  —  or  been  unable  —  to 
perform  this  function,  one  or  more  banks  would  have  failed  suddenly  and  most  likely 
would  have  pulled  down  a  number  of  otherwise  sound  institutions.  Because  of  the 
restrictions  imposed  in  the  FDIC/IAofl991,  the  Federal  Reserve  will  be  hampered  in 
the  future.  As  a  result,  the  financial  system  as  a  whole  will  be  exposed  —  unnecessarily 
—  to  greater  risk  of  disruption. 

CONCLUDING  OBSERVATIONS 

In  summary  —  and  contrary  to  expectations  —  as  the  more  restrictive  standards 
mandated  by  bank  supervisors  migrated  through  the  banking  system  in  1990-91,  credit 
availability  was  reduced,  and  a  marked  divergence  occurred  in  interest  rates.  Small 
firms  had  to  bear  a  disproportional  share  of  the  cutback  in  lending  and  the  higher  cost  of 
credit.  In  contrast,  the  relative  advantage  enjoyed  by  the  largest  borrowers  became  even 
wider. 

In  the  legislative  arena,  the  banking  bill  which  became  law  in  December  1991,  will 
most  likely  undermine  the  stabiUty  and  efficiency  of  the  banking  system  in  coming 
years.  In  the  mistaken  beliefthat  it  was  helping  to  enhance  the  "safety  and  soundness" 
of  individual  banks  —  and  simultaneously  protecting  Federal  insurance  fiinds  — 
Congress  actually  established  an  inflexible  regulatory  regime  which  will  cut  back  on  the 
scope  of  the  financial  activities  in  which  banks  can  engage,  increase  the  level  and  costs 
of  capital  requirements,  make  the  money  market  less  efficient,  and  involve  regulators 
much  more  extensively  in  the  internal  affairs  of  banking  institutions. 
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